Morgan Stanley

Broadband Update: Raising Our Long-Term Cable Modem Forecast

Summary and investment Conclusion

We are maintaining our 4.5 million 2002 cable modem ad-
ditions for the U.S. cable sector, but increasing our long-
term forecast beginning with 2003, In 1Q02, we saw three
separate events impact the future of the cable modem roll-
out in the U.S. These events ali support our decision to
increase our long-term forecast.

e  On February 28, @Home shut off its network service
and closed its doors, bringing the first major phase in
the deployment of residential broadband to an end. Life
after @Home will provide the MSOs with better eco-
nomics and more flexibility to provision tiered speeds
and multiple ISPs. We anticipate a surge in weekly in-
stallations 1n 2Q02-4Q02 when compared to the prior
year periods. The same acceleration will be evident in
seasonally adjusted run-rates.

¢ Comcast and AT&T Broadband signed very different
multiple ISP (Internet service provider) agreerrﬁnm
with United Onlinc and EarthLink, respectively, the
first of what we believe will be many more multiple
ISP agreements among the MSOs.

¢ The FCC ruled that cable modem service is an “infor-
mation service” regulated by the FCC under Title 1, and
not by the local franchise authorities. By not classify-
ing the service as a Title 11 service, cable companies
will not face “common carrier” regulation.

Our more aggressive modem forecast is
somewhat driven by Telecom analyst
Simon Flannery’s belief that RBOCs are
more focused on profitability and ROl
than on an aggressive DSL deployment.

Internet Access in 2002 and Beyond

We are reiterating our previous estimate of 4.5 million
cable modem additions in 2002 in the US. This compares
to 3.4 million additions in 2001 and 2.4 million in 2000.

We believe the 4.5 million additicns forecasted for 2002
will be back-end loaded in 2002. This is primarily a result
of two factors. First, the former @Home affiliates spent
much of 1Q02 transitioning customers onto their own nei-
works. Second, Adelphia and Charter are still opening up
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significant new footprint for data in 2002 that will increase
their addressable subscribers during the year.

We are raising our long-term modem forecast. Our new
forecast for 2006 cable modem subscribers is 34-35 million
versus our previous estimate of 29 million. We believe ad-
ditions will accelerate approximately 5-10% per year from
2002 through 2006.

'We expect there will be 45 million resi-
dential broadband subscribers by 2006,
versus 11 million at the end of 2001.

We view the three events mentioned above as positive data
points supporting an accelerating depioyment of cable mo-
dems. Looking forward, these data points translate to trends
that we expect to be evident through the next five years.

e  First, the demand for residential broadband access con-
tinues to be strong despite flat to rising prices. We be-
lieve that the MSOs affected by the @Home transition
have re-established their instaliation rates in March.
For the MSOs that did not use @Home, 1Q02 additions
are ahead of the 1Q01 pace.

¢  Second, several operators have signed multiple 1SP
agreements. In effect the ISPs earn a royalty by up-
grading existing dial-up subscribers. For the cable op-
erators, the difference between wholesale and retail
RPU 15 less than the average marketing cost per sub-
scriber over the weighted average life. We expect 8-
10% of the 2003 installed base of cable modem sub-
scribers 10 subscribe via a wholesale package.

¢  Third, the RBOCs have generally shified 10 a more
controlled subscriber growth model, highlighting in-
stead regulatory issues and capital spending contain-
ment programs. Morgan Stanley Telecommunications
analyst Simon Flannery is increasingly cautious re-
garding the RBOC plans for residential DSL deploy-
ment given the RBOCs current focus is profitability
and ROIC.

We believe that approximately half the 90 million Inter-
net subscriptions forecast for 2006 will have broadband
access. Of the 45 million residential broadband subscribers
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expected in 2006, we believe cable will take over 75% of
the market. Our aggressive market share forecast for the
cable industry is somewhat driven by Simon Flannery’s
belief that annual residential DSL additions will peak in
2002 at 1.7 million. He notes that this trend is ultimately
dependent upon how aggressively the RBOCs are willing to
push the product.

Exhibit 34
How'd They Do?

tln Thousands;
Cable Modem Subsribers (In Thoussnds)

MS  Actual Prioc  Revised Prior  Revised

4001E 4001 20025 2002E 2003 2003E
Adelphin 405 378 787 787 002 219
AT&T 1.571 1.5t 2.3% 2292 [ 343 .564)
Cablevision . 754 o 1
Charter 620 608 1.201 1.2m 104 1,794
Comeast 953 Q43 1,526 1.526 R B2
Cox 880 884 1332 1,365 m
AOL Time Wamer [ 1820 1.783) gou hix b5 :
Insipht N +1 190 " p 4
Other 675 675 46 78% 79 2%
Total 7513 1.38] 11875 11548 16275 15112

Net Additions
Adelphis 90 62 409 0 30 432

AT&T 184 125 884 780 1.036 1272
Cablevision E 34 247 263 295 304
Chaner 12 100 593 593 593 593
Comcas 160 138 578 578 558 619
Cox 105 104 448 481 431 581
AQL Time Warner 275 238 1165 LI 962 t.240
Insight 5 3 102 LX) 87 111
Onher 225 225 T 190 132 e
Total 1228 1,097 4498 4,467 4 A0 5.204

RBOCH focuBi yedetiog ciphal,

E = Morgan Sianlev Estimates

By 2006, we expect total residential online users in the
U.S. to reach 73-74 million equal te 63-64% penetration
of U.S. households. This figure adjusts for subscribers who
take both broadband and a dial-up service. Our estimate of
45 million residential broadband subscribers implies that
approximately 40% of total U.S, households take broadband
access by 2006. We believe the dial-up market is maturing,
and after 2002, we expect the total dial-up subscriber base
to start to decline approximately 3-5% per year.

Breaking Down Broadband

Regulatory and business issues will impact future de-
ployments to a greater extent than technology. Technol-
ogy has been the key determinant in the cable versus xDSL
battle 10 date. It is unlikely that this competitive advantage
will erode in the next two years.

Morgan Stanley wireline anatyst Simon Flannery believes
the RBOC:s indicate they would be more aggressive de-
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ploying xDSL if the regulatory environment around whole-
sale access were revised. Under current regulations, the
RBOCs are mandated to offer wholesale access to third-
party ISPs. While they are able to negotiate pricing levels
on these agreements, 271 approval (approval to offer long-
distance service to customers in that state) is somewhat de-
pendent (among other requirements) on state PUC approval
of pricing plans and line conversion policies on wholesale
xDSL,

=

However, Simon Flannery dou not hlieve that a change
in regulation would immediahlyl 40 MOTe aggressive
xDSL deployments. ‘He does mot belnve the economics of
deploying residential ESL r*nall rove as a result
ofa rcgulatory nhange. n addﬁon, wicsale access gen-
erates a three-fonth payback for the RBOCs without any
start-y m” lossg, _Rather, Flam believes that the
% and generating
“froe cash How hasfied theih to-dlow their BSL deployments.
The ILECs' investors are focused on EPS, which is nega-
tively impacted by start-up costs and line upgrade capital
associated with XDSL deployments.

An additional cost for the RBOCs related to xDSL de-
ployment is the cannibalization of second phone line
service. Despite the lower ARPU on second lines versus
xDSL ($15-20 versus $45), we estimate that second line
service is better than 2 75% margin and does not generate
start-up costs. This is particularly the case when second
line service is layered with high-margin vertical services,

Flannery believes that a more aggressive xDSL deployment
by the Bells will only occur when cable telephony competi-
tion becomes more of a reality and the RBOCs feel the need
to incur Josses to protect their installed base.

The higher incremental subscriber acquisition costs on
xDSL drove the RBOCs to raise prices in mid-2001 on the
product. The cable operators soon followed suit,

s QOur assumption is that cable modem and xDSL
ARPU remains strong at $38-45 per month. We ex-
pect ARPU to decline modestly beginning in 2004 as
wholesale access becomes a meaningful piece of the
cable modem business. The xDSL pricing assumes de-
clining access prices offset by incremental value-added
services.

¢ Increased cable telephony penetration couid lead to
more aggressive xDSL deployments. We do not be-

Please see the importent disciosures at the end of this report.
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lieve, however, that the RBOCs will more aggressively
market or discount xDSL until the economics improve
or they feel the need to defend their instalied base of
local lines.

We project 45 million residential broadband subscribers in
2005, versus t1 million at the end of 2001. Of this 2005
total of 45 million, we expect cable to serve 35 million, with
xDSL serving the remaining 10 million. This continued
share lead by cable is due to a combination of factors.

These include the lead that cable has built to date; the low
churn on high-speed data, leading to more difficult xDSL
conversions from cable; and the RBOCs’ continued focus
on its commercial customers, the regulatory environment,
and long-distance entry.

@Home Ends and Self-Reliance Begins

AT&T, Cox, and Comcast, @Home’s largest affiliates,
were the companies most affected by the accelerated transi-
tion off the @Home network in 1Q02. To a lesser extent,
Adelphia and Charter were also affected in 1Q02.

There were two separate transitions that occurred. First,
operators provisioned connectivity to their data subscribers
using their own P provisioning system, primarily their own
owned fiber. Second, cable operators ported e-mail ad-
dresses. and replaced subscribers old @Home.net email
addresses with their own proprietary model.

The US cable operators that performed this hasty transi-
tion met with varying levels of success. However, we do
not believe that the RBOCs were nimble enough in their
marketing — and, more importantly, in their provisioning
capability — to take advantage of service interruptions
during the cable transition,

Leveraging Core Competency Through a

Multipie ISP Strategy

By 2003 we expect 15% of the total US cable modem
subscriber base to come via wholesale arrangements.
These arrangements between the MSOs and unzffiliated
ISPs. we believe, will allow the cable industry 1o accelerate
its unit growth while improving the overall economics. For
most MSOs the discount on the wholesale ARPU is smaller
than the reduction of marketing and customer service costs.

Higher EBITDA per subscriber under wholesale agreements
is somewhat offset by the fact that the customer relationship
is with a third party and potential future revenues would
likely go to the ISP rather than the MSO. The current

Broadband Cable Television — April 5, 2002

agreements by Comcast, AT&T Broadband, and Charter
however, have ajlowed the MSO to retain the billing rela-
tionship.

Multiple ISPs mitigate, somewhat, the

- zero-sum game that Internet access rep-
resents for:AOL and the MSOs by al-

_ Towing both'sides t6 benefit from their

Paly

- respective core-competencies.

Duning 1Q02; Comcast and AT&T Broadband announced
multiple 1SP agreements and commercial launches with
United Online and EarthLink, respectively. These deploy-
ments add 1o the existing agreements at AOL Time Wamer
{set in motion through the merger agreement) and Charter’s
partnership with Microsoft’s MSN. All these agreements
differ, with the exception that all have been structured with
terms guite favorable to the cable operator.

Generally speaking, the terms of each agreement hinge
on the capabilities of the 1SP. For example, EarthLink
owns regional data centers.and other content and connec-
tivity assets. In contrast, United Online owns very little
network assets and outsources much of its own customer
service.

We believe the Comcast agreement with United Online is in
essence a turnkey wholesale agreement. United Online will
market the service to the subset of its existing 1.5 million
dial-up subscribers that reside within Comcast’s footprint.
If these subscribers upgrade to a United broadband service
via Comcast’s cable modem, Comecast performs the instal-
lation, bills the customer, operates the customer service, and
manages the entire network flow of traffic. The subscriber
retains its United email address, and the home page 1s a
United home page. Under this arrangement, United’s only
acquisition cost is the marketing expense, which we expect
to be insignificant on its existing dial-up base.

We expect that Comcast receives revenue of more than $35
per month per subscriber on these United broadband sub-
scribers, with United taking the difference between the
gross revenue and its payment to Comcast. The latter also
saves the rypical $150 in marketing costs it incurs on its
new broadband subscribers.

Please see the important disclosures at the end of this report.
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All the signed multiple ISP agreements
differ, with the exception being that the
terms are quite favorable for the cable

operators.

The new agreement between AT&T Broadband and Earth-
Link, while limited to only two markets thus far, also pres-
ents the cable operator with compelling economics. Rather
than a turnkey model, AT&T Broadband is really only car-
rying the traffic from the home to EarthLink’s regional deta
centers. In addition, AT&T Broadband performs the in-
stallation work and some tier 2 customer service. ‘However,
all the tier ! service and marketing costs are incurred by
EarthLink. AT&T Broadband retains the billing relation-
ship.

Again, AT&T Broadband benefits by eliminating its
marketing costs. EarthLink, who is responsible for mar-
keting under this agreement, will incur very little marketing
expense. This is due to the fact that EarthLink is primarily
marketing to the portion-of its existing 4.2 million dial-up
subscribers that are in AT&T Broadband's systems. By
maintaining a billing relationship with the subscriber,
AT&T Broadband does not pay the strategic costs associ-
ated with any of its own broadband subscribers that chum to
EarthLink.

Impact of Revised Forecast on AOL

By 2006, we expect that AOL will have 8.0-8.5 million
broadband subscribers and 25 million dial-up subscribers.
Of the 8.0-8.5 million broadband subscribers, we expect
5.5-6.0 million to be via cable modem access and the re-
mainder from xDSL. This implies that AQL will serve 24%
of the residential xDSL market by 2006 and 17% of the
cable modem subscriber basc.

AOL’s lack of traction with the cable operators regarding
carriage agreements continues 1o be a risk to our growth
expectations for AOL. Even if agreements were announced
today with other MSOs, major deployments would not be-
gin until 2003. Our revised cable modem forecast indicates
that cable will be a larger player in residential broadband
than we had previously expected. As a result, AOL’s ex-
isting agreements with several ILECs will be less valuable
mn moving AOL into broadband. We continue to believe
that the U.S. MSOs will benefit from AQL agreements with
both strong economics (higher ROIC) and increased unit
growth.
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Note that AQOL may not require bundled broadband sub-
scribers to realize the upside in value from broadband. The
EBITDA contribution from an AOL dial-up and a bundled
broadband subscriber, on just the access piece of the reve-
nue stream, is essentially the same. The incremental value
is in the higher advertising and e-commerce revenues that
come from broadband. AOL may be able 10 realize some of
this value in a “bring your own access” model, which does
not require any bundled broadband agreements with other
MSOs.

Regulatory Clarity, for Now...
On March 14, 2002, the FCC issued a Declaratory Ruling

(DR) and Notice of Proposed Rulemaking (NPR) estab-
lishing the claasification of cable modem services as an “in-
formation service.” This has the following ramifications on
the cable and broadband industries: '

s Cable modem service falls under the FCC’s regulatory
jurisdiction, not the local franchise authorities (LF As).

e  As an “information service,” cable modem service falls
under Title 1-of the Communications Act. This is con-
sistent with the FCC’s recent proposal to classify Inter-
net service provided by the ILECs as an “information
service” as well.

s Again, as an “information service,” cable operators will
not be subject 10 common carrier regulation, which
would have been the case if the service had been classi-
fied a “telecommunications service” regulated under
Title 1.

* By stripping the service from the LFAs’ regulatory
jurisdiction, the FCC also noted that franchise fees
should no longer be charged and collected by the cable
operators and passed through to the LFAs. This has
typicelly been approximately 5% of gross modem reve-
nue.

In general, these aspects of the roling represent an
overwhelming victory for the US cable industry. The
uncertainty created by various LFAs’ views on broadbend
has been removed, and the FCC has stated that common
carrier status will not exist for the cable operators even if
MSOs are offering ISPs pure telecommunications services.
This is a proactive statement, assuming that the relationship
between operators and 1SPs evolves into more-
comprehensive service agreements.

Please see the important disclosures st the end of this report.
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In addition, the DR stated that LLF As shouid net be forcing
cable operators to collect franchise fees on cable modem
service. It did not specify when the MSOs should eliminate
this charge from their bills, and the LFAs will likely appeal
the decision. There is also no clarity on what will be done
with the fees already collected. The majority of MSOs
book franchise fees net, so there is no impact on reported
revenue and EBITDA. For companies that report franchise
fees gross, there will be a reduction i revenue, no reduction
in EBITDA, and an increase in EBITDA margin.

Now that the FCC has defined cable modém service, it will
begin to evaluate how, if at all, it should be regulated. In
essence, the FCC brought cable modem service into its own
reguiatory umbrella, but left the regulatory framework open
for discussion and development.

Risk of Regulatory Parity with the ILECs

A potential concern for the cable operators is the specific
point made by the FCC that it would explore the idea of
creating a more consistent analytical framework and “regu-
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latory parity” across multiple broadband platforms. The
RBOCs, in particular, have been applying pressure in this
area.

The RBOCs believe that either the cable operators should
be required to unbundle their network elements for com-
petitive service providers, or the RBOCs should no longer
be required 1o do so. In late March, Commissioner Aber-
nathy, in a separate statement, pointed out that the RBOCs
and the cable operators are “competing in a converged
broadband marketplace,” and therefore should face a more-
consistent regiilatory framework regarding access require-"~
ments.

Given FCC Chairman Powell’s positioning on broadband,
we would expect that if the FCC moves toward regulatory
parity, would ease reguiatory requirements on the RBOCs
rather than place regulatory requirements on the cable op-
erators. N is likely that both the cable operators and the
CLEC industry will together lobby to maintain the status
quo on RBOC regulation.

Please see the important disclosures st the end of this report.
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Exhibit 35
US Cable Modem Forecast, Quarterly

fIn Thousands)
Actual Results, Not Adjusied for Pending Acquisitions

1001 2001 3001 4001 1QO2E___2Q02E___ 3QUZE___ 4QUIE

Adelpha 3,581 4,173 4,660 5247 6016 6,784 7.553 8,322
AT&T : 15,466 14,047 14,482 14,937 15,469 16,002 16,534 17.066
Cabievision 2,303 2,558 2,762 2975 3,238 3,501 3,765 4,028
Charter Communications 5,689 6,191 6,480 7,561 8,181 8,80) 9.421 10,041
Comcast 7913 7,956 9,624 10,400 10,676 10,953 11229 11,506
Cox Communications 7,756 8.385 8,73% 9,057 9.301 9.545 9.789 10.033
Insight Communications 1,568 1,607 1,673 1,709 1.806 1,903 2.000 2.097
AOL Time Wamer 14,321 16,177 15,985 15,792 16,297 16,801 17.306 17.810
Other 4.000 4,500 5.000 7.500 7.500 7,500 7.500 7.500
US HSCDS Homes Passed 62,596 65,595 69,405 75177 78,484 81,790 85,006 88.402
Adelphia 197 243 kI L] 378 475 560 664 787
AT&T 1,280 1,346 1,387 1,512 1,681 1,863 2,065 2,292
Cablevision 304 368 423 507 5n 637 703 765
Charter Communications 305 386 508 608 715 858 1,020 1,201
Comcast 542 676 793 248 1,042 LI185 1,354 1,526
Cox Commumcations 587 668 T 884 994 1,098 1228 1,365
insight Communications 63 LK B5 88 97 113 142 il
AOQL Time Wamer 1,100 1,310 1,545 1,783 2,082 2,316 2,615 2,953
Other 400 430 450 675 685 715 750 785
US HSCDS Subscribers 4,119 5.500 6.285 7.381 8,343 9,345 10,541 11,848
Growth % 127.6%  116.1% 98.2% 84.5% 4% 69.9% 67.T% 60.5%
Adelphia 48 46 72 62 98 85 104 124
AT&T 132 66 4] 125 169 182 202 228
Cablevision 65 64 55 84 65 65 66 66
Charter Comumunications 89 81 122 100 107 143 163 180
Comcast 142 134 117 155 94 143 169 172
Cox Communications 105 81 1 104 mn 104 130 137
Insight Communications 33 10 12 3 9 16 29 29
AOL Time Wamer 220 210 234 238 29 234 299 338
Other -57 30 20 225 10 30 35 35
HSCDS Additions 7% 721 TRS 1097 962 1,002 1,196 1,308

(1) Figures are on an as reported basis. E = Morgan Stonley Research Estimates
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Exhibit 36
US Cabie Modem Forecast, Annual

In Thousands)

Pro Forma
2000 2001E 2002E 2003E 2004E 2005E 2006E
Adelphia 3,716 5247 8,322 8,447 8,573 8,702 8,832
AT&T 13,949 14,937 17,066 20,949 24,370 24,7135 25,106
Cablevision 2,000 2,975 4,028 4,518 4,58} 4,645 4,710
Charter Communications 5,551 7.561 10,044 10,938 11,856 12,070 12,287
Comeast 6,744 10,400 11.506 11,678 11,854 12,031 12212
Cox Communicahons 7023 9,057 10.033 0,183 10,336 10,491 10,648
Ingight Communications 1,204 1,709 2,097 2,128 2,160 2,193 2,226
AOL Time Warner 13,830 15,792 17.810 18,077 18,349 18,624 18,903
Other 7,500 7.500 7,500 7,500 1.500 7.500 7.500
US HSCDS Homes Passed 61,617 75177 BE8,402 94,418 99,579 100,991 102,424
Adeiphia 149 378 7871219 REIE 2,243 2,756
AT&T 954 1,512 2,292 3,564 5,087 6.485 7.89%
Cablevision 239 507 769 1,074 1,367 1,657 1,944
Chanter Commumications 229 608 1,201 1,794 2A57 3,13%. 3497
Comcast 479 948 1,526 2,145 2,767 3499 4,249
Cox Communications 482 B84 1,365 1,945 2,550 3,188 3,802
Insight Communications 52 88 m 282 402 532 673
AOL Time Wamner 880 1,783 2,953 4,194 5390 7 6,663 7,963
Other 537 673 785 896 1.006 ].116 1227
US HSCDS Subscribers 4,000 7.381 11,848 17112 2210 28,52} 34,410
Growth % 150.0% 84.7% 60.5% 44 4% 2% 25.6% 20.6%
Adelphia 111 229 410 432 496 527 514
AT&T 592 558 780 1272 1494 1428 1414
Cablevision 239 268 263 304 293 290 287
Charter Communications 163 379 593 593 663 682 758
Comcast 320 469 578 619 622 733 749
Cox Communications 278 402 481 581 604 638 615
Insight Communications 44 36 83 111 120 130 142
AOL Time Warner 573 903 1170 1241 1196 1273 1301
Other 80 138 110 110 110 110 110
HSCDS Additions 2.400 3,381 4467 5,264 5.598 5811 5,889

E= Morgan Stanley Research Estimates
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Exhibit 37
Cable Modem vs. xDSL Forecast, Residential Only
. ™Y
f 40,000 40.0%

‘ 35,000 38.6% 35.0%
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\ | A
: » 30,000 + - 30.0%
| £ i
1 E 25,000 + +250% §
: s i =
: o 20,000 + +200% ¢©
i B T
! ©
| £ 15000 - L 150% B
1 g =
= 10,000 + L 10.0% ©
! e g g
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! 5,000 = 4.4 -50% 8
! £
i 2.3 ~ v
! 0 - ‘ L 00% ¥
‘ 1998 | 1999 | 2000 | 2001E | 2002E | 2003E | 2004E | 2005E | 2006E | .

| NN US Cable 386 | 1,600 | 4,000 | 7,381 {11,848 (17,112|22,710128,521 | 34,410
i | I US DSL 50 | 445 |1,725 3317 | 5030 | 6,583 | 7,962 | 9,210 |10,362
! ; US Cable Penetration | 2.3% | 4.4% | 6.5% | 9.8% {13.4% |18.1% | 22.8% | 28.2% | 33.6%
| ;
| [_US Cable Il US DSL US Cable Penetration

.

L= Morgan Sianlev Research Estimaies
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Exhibit 38

Internet Access Forecast, 1999-2008E

1998 2000 2001 2002 2003E 2004E __2005€ 2006E

IHouseholds 105,458,878 1060884 744 108,301,270 | 100,008,748 111,447,470 113,007,735 114580843 116,154,101
Growth 1.4% 1.4% 14% 14% 1.4% 1.4% 1.4%
Subscribers
Resigential DSL 376,568 1,724,724 3.316,523 5,030,375 6,582,764 7.962.423 9,209,615 10,362,450
Business DSL 132,308 704,465 1,047,323 1,502,580 1,044,132 2,324,045 2,656,445 2.958.897
Totel DSL 508.876 2,420,189 4,363,846 6,532,955 8.526,896 10,287,388 11,688,080 13,319.356
Cable Modem 1,600,000 4,000,000 7.381,357 | 11,848,287 17.111,780 22710076 28,520,848  34,400877
Tolal Broadband 2,108,876 6,420,989 11745203 | 18,381,242 25838687 32007443 40388908 47,729,323
Dial-Up A3.574.726 40,916,688 45536752 | 50307085 49441808 47849083 45736338 43,561.672
Internet Subscriptions 35,683,604 47345877 58,281,855 | 68,688,337 75,080,495 80,846,506 56,125.240 91,291,005
Dial-Uip Overiap (1,054,438) (3,214,585) (5872602} (7.531.811) (9.245.972) (11.185,882) (13,033,528} (14,866.034)
Total Subscribers 34,629,166 44,131,283 52409354 | 61,156,726 6573523 68060844 TI001,720 76422374
Total Residantiaf Subscribers 34,496,858 43,426,818 51,382,030 | 59654146 63,790,300 67,335,800 70,433,274 73485474
Subscription Market Share
Residential DSL 1% 4% 6% ™% % 10% 11% 1M1%
Business DSL % 1% 2% % 3% % _3_& %
Total DSL 1% % ™ 10% "% 1% 4% 15%
Cabile Modem 4% 8% 13% 1% 3% 8% % B%
Total Broadbend 8% 14% 20% % % 41% AT% 52%
Diad-Up 4% 86% 80% T3% 66% 50% 53% 48%
Subscription Net Additions
Residential DSL 1,348,156 1,591,799 1,713,852 1,552,388 1.379.858 1,247,182 1,152,844
Business DSL 572,157 342,858 455,257 441,553 380,813 333,500 208,452
Total DSL 1,920,313 1,934 657 2,180,109 1,093,842 1,760,471 1,580,693 1,451,296
Cable Motem 2,400,000 3,381,357 4,486 930 5,263,503 5,598,265 5.810,773 5,889,128
Total Broadband 4,320,213 5,316,014 6,636,038 7,257,445 7,358,757 7,391,486 7,340,424
Diak-Up 7,341,980 5,620,064 3,770,243 (865.28T)  {1.582.748) {2,112,724) (2,174,666)
Total 11,662,273 10,936,078 | 10,406,382 6,392,158 5,766,011 5,278,742 5,165,758
Annual Subscription Growth
Residential DSL 358% 92% 52% 3% 21% 168% 12%
Business D5L 432% 49% 43% 28% 20% 14% 1%
Total DSL % 80% 50% % 21% 15% 12%
Cabie Mogem 150% 85% 61% 4% 3% 26% 21%
Total Brosdband 205% 83% 56% % 268% 22% 18%
Dist-Up 22% 14% 8% 2% -3% A% -5%
Total 3% 23% 18% 9% 8% T% 6%
5-Yr. Forward Subscription Growth
Resioential DSL 38% 25% 1% 13% 1% % 7%
Business DSL 0% 2% 18% 12% 10% % T%
Total DSL 6% 24% 17% 13% 1% % 7%
Cabia Modem 47% 5% 2™ 2% 17% 13% 10%
Total Broadband 43% 2% 24% 19% 15% 12% 9%
Dial-Up 2% -2% A% A% -4% -3% -2%
Total 12% 9% % 6% 8% 5% 5%
H hold Penetration
Residential DSL 2% 3% 5% 6% 7% a% 8%
Cable Modem 4% 7% 1% 15% 20% 25% 0%,
Tolal Residentie! Broadband 5% 10% 15% 2% ™ 3% 3%
Diek-Up (exciuding overiap) 8% %% 9% 8% 2% 29% 25%
Total Penetration 41% 4aT% 54% 5% 60% B1% 83%
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Source: Company raports and Morgen Stanjey estimates.
Ex= Morgan Sianley Research Estimates

Piease see the important disciosures at the end of this report.
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Residential Telephony Update
A Look at Our Telephony Forecasts Extibit 39 .
Cox and AT&T currently have the largest deployments of Cox Residential Telaphony Summary
circuit switched telephony. While other operators, such as Sube dm m:g:g 3‘92(:?; - :;01;2;
Comcast and Charter, have acquired systems with residen- .'?v" 'TI "'TR';U ss798 55203 55006 saven
tial telephony operations {(from AT&T), they have not had Total Telephony Rev. 3431 $106.1 52019 $3203
Cox and AT&T’s years of expertise. Direct Costs 298 64.6 100.2 148.9
Gross Margins 31.0% 39.1% 51.8% 53.5%
. . . . EBITDA ($148)  ($17.1) $40.7 $83.3
In 2002, we expect the industry to begin generating posi- EBITDA Margin NM NM 19.6% 26.0%

tive EBITDA on the residential telephony business, which
is almost entirely due to margin improvements on AT&T
Broadband’s business. As for commercial telephony, we
expect a surge in EBITDA growth during 2002. Many of
the MSOs with commercial telephony businesses have
made the choice to slow the business and focus on im-
proving EBITDA margins. A large part of the projected
EBITDA growth in 2002 is due to much lower expected
start-up losses on Comcast’s commercial telephony busi-
ness.

Updates on Circuit Switched Deployments

Cox began marketing its residential telephony business in
1997, and we estimate that the company generated
EBITDA losses through 2000. During 2000, the company
made the decision to focus on driving penetration in its
existing markets, rather than launch new markets. The
residential telephony business is now generating positive
EBITDA and enhancing the growth rate of the entire com-
pany. We estimate margins in 2001 averaged 20% and
should reach 30% in 2002.

We estimate AT&T Broadband generated EBITDA losses
of $345 million on its residential telephony business in
2001. The company has made the decision not to launch
new telephony markets and instead focus on driving pene-
tration in existing markets. We believe that Cox’s strategy
regarding its residential telephony business is a good
precedent for the revised AT&T strategy. We expect
AT&T Broadband can begin to generate positive EBITDA
on that business. In 2003, we estimate total teiephony
EBITDA of 8270 million, which would provide about 600
basis points of margin improvement for AT&T Broadband,
or about one-third of the total expected margin improve-
ment.

We believe that by focusing on its existing markets, AT&T
can follow Cox’s lead and eliminate the start-up costs re-

lated to launching new markets and therefore begin to gen-
erate positive EBITDA. For Cox, residential telephony not

Broadband Cable Television — April 5, 2002

Source: Morgan Stanley Research Estimates

Exhétit 40
ATAT Broadband Residential Telephony Summary

__2001__J00E _20mE 2004
Avg. Telephony Subs 712,000 1331,752 2,024,651 2,825,596

Telephory ARPU $5343  $53328  §5328  $5338
Total Telephony Rev. $495.0 58447 S12045 $1.806.6
Direct Coms 2744 4012 6037 8414
Gross Margins 6%  525%  S34%  S34%
EBITDA (370.5) 482 M6 6124
EBITDA Margins NM ST%  250% 339%

Source: Morgan Stanley Research Estimates

only enhances total revenue and EBITDA growth, but it is
also an important product in the bundle. Cox has indicated
that three-product customers have the lowest chumn rates.

Cox's San Diego system reached over 100,000 residential
ielephony customers in 1Q02, covering about 535,000 ca-
ble homes. The San Diego system is about 75% upgraded
for residential telephony services, with the remainder ex-
pected to be telephony ready by the end of 2002. The Re-
gional Bell operator in that system is Pacific Bell. Cox
offers its customers about & 10-20% discount per month on
the primary phone line versus Pacific Bell. In addition,
Cox does not charge for non-1oli calls, while Pacific Bell
customers pay a per-minute fee.

While Insight has also deployed a circuit-switched teleph-
ony product, the economics of the product are different
from that of AT&T and Cox. Insight sells local bandwidth
to AT&T under their telephony agreement. Insight does
not bear marketing and G& A expenses and therefore will
not experience start-up losses. However, the telephony
product is offered on a co-branded basis. At the end of
2001, Insight had about 7,500 residential telephony cus-
tomers. We do not expect the telephony product to have a
significant impact on Insight’s revenue and operating cash
flow in 2002.

Please see the important disclosures at the end of this report.
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Exhibit 41

Residential Teiephony Deployments, 1998-2008E

{in Thousands)

Pro Forma
Telcphony Homes Passed 1958 1999 JO000E ___ 2001E _ 2002E  2003E _ 2004E __ 2005E __ 2006E
Adelphia 0 o 1] 0 0 502 2241 5,169 5.246
AT&T Broadband (incl. McdiaOne) 139 785 4.990 6419 8,958 12,192 15,520 15,753 15,990
Cablevision 18 103 147 157 236 991 1,746 2,480 4,463
Charter 0 0 0 0 69 415 1,802 3209 5327
Comcast 0 0 0 0 144 511 2,150 5,191 7.637
Cox Communications 611 1,150 2427 3338 4,038 4,749 5470 6202 6295
AOL Time Warnper 0 [} 0 0 0 1,011 3,226 6,996 11,633
Insight Communications L] 4] 0 214 761 1,324 166 1,894 1,923
Toul 768 1,038 7563 10,128 14,206 21,694 34021 46,895 58,514
Growth % 271.1% 33.9% 40.3% 52.7% 56.8% 37.8% 24.8%
Residentisl Telephony Subscribers
Adelphia 4] 0 4] ] 0 15 116 387 749
AT&T Broadband (incl. MediaOne) 10 74 533 1,011 1,653 2,397 3254 3923 4,465
Cablevision 2 9 12 13 17 1 75 134 175
Charer 1] 0 0 4] 5 M 155 318 619
Comcast 0 0 0 [ 11 49 205 572 1,046
Cox Communications 28 102 245 454 663 894 1,143 1,403 1,619
AOL Time Warner 0 0 0 ) 0 76 319 £ 1,764
Insight Communications 0 0 0 [ 47 117 222 314 303
Total 40 185 790 1,484 2396 3616 5488 7924 10,831
Penctyation of Uppraded Homes
Adelphia NM NM NM NM NM 30% 52% 1.5% 14.3%
AT&T Broadband (incl. MediaOne) 7.2% 9.5% 10.7% 15.8% 18.4% 19.™% 21.0% 24.9% 27.9%
Cablevision 11.4% B.6% B.2% 8.5% 74% 4% 4.3% 54% 3.9%
Charer NM NM NM NM 7.5% 8.2% B8.6% 9.9% 11.6%
Comcas! NM NM NM NM 7.5% 9.6% 9.5% 11.0% 13.7%
Cox Commumcatians 4.6% 8.9% 10.1% 13.6% 16.4% 18.8% 20.9% 22.6% 25. 7%
AOL Time Wamner NM NM NM NM NM 1.5% 9.9% 12.5% 15.2%
Insight Communications NM NM NM 2.8% 6.1% 8.8% 11.%% 16.6% 20.5%
Penctration of Upgraded Homes 3% 9.1% 10.4% 14.7% 16.9% 16.7% 16.1% 16.9% TE5%
Subscriber Additions
Adelphia 0 0 0 0 15 101 271 362
AT&T Broadband (incl. MediaOne) 64 459 478 642 744 858 669 542
Cabievision 7 3 1 4 16 4] 60 41
Charter 0 0 0 5 29 121 163 302
Comcast 0 1] 0 il 39 155 367 475
Cox Communicatiom 74 142 209 210 231 249 259 21
AOL Time Warnei 1] Q 0 0 To 243 550 88y
Insight Communications 0 0 6 4] 70 105 92 80
Total 145 605 694 912 1,220 1873 2,436 2,907

E= Morgan Stanley Research Estimates
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Exhibit 42
US Cable Telephony Revenue and EBITDA Forecast, 1998-2006E
Dollars in Millions
Pro Forma
1999 2000 2001 2002E 2003E 2004E 2005E 2006E
Adeiphia 30.0 0.0 50.0 $0.0 8.5 $63.7 $225.8 $472.6
AT&T Broadband 43.6 137.¢ 4950 844.7 1,294.5 1.806.6 22945 2.681.5
Cablevision 48 40 108 14.0 264 579 107.7 165.8
Charter Communications 0.0 0.0 0.0 1.7 13.0 63.0 161.5 3321
Comcast 0.0 0.0 0.0 39 21.0 88.3 270.0 560.5
Cox Communications 43.1 106.1 207.9 3203 4337 549.4 683.3 807.3
1nsight Communications 0.0 0.0 0.7 6.8 21.2 429 66.2 882
AOL Time Wamer 0.0 0.0 0.0 0.0 34.1 172.6 512.3 1,122.5
US CATV Industry Revenue 916 2473 7144 1,191.3 1,8523 2,844.3 43213 62306
Growth Rate NM 170% 189% 6% 55% 54% 52% 4%
Adelphia 0.0 0.0 0.0 0.6 {16.5) (30 (29.3) 65.1
AT&T (302.0) (522.1) (370.%) 482 3236 6124 901.2 1,092.0
Cablevision (8.3) (13.7) (7.3) (6.7) {8.0) (32) 12.0 3.7
Charter Communications 0.0 0.0 0.6 (3.7} (152) (27.4) 0.3 36.1
Comeast 0.0 0.0 0.0 (11.9) (22.0) (21.8) 92 1164
Cox Communications (14.8) (a7.n 407 833 1309 183.1 2439 310.1
Insight Communications 0.0 0.0 0.] 6.7 17.8 308 420 576
AOL Time Wamner 0.0 0.0 0.0 0.0 (25.5) (5.8) 5.8 217.5
US CATYV Industry Revenue (3252) (552.9) (337.1) 116.] 3850 7359 1,231.7 19324
Growth Rate NM NM NM NM NM 1% 67% 57%
Commercial Telephony Revenue
Adelphia $0.0 £10.0 $250 $30.7 $323 $339 $£35.6 $374
AT&T Broadband 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Cablevision Lightpath 723 95.6 1312 1429 168.0 1972 217.7 2429
Chaner Communications 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Comcast Business Communications 327 39.2 386 42.0 592 80.3 1021 127.0
Cox Business Services 537 97.8 144.3 185.3 2310 2792 3173 354.6
Insight Communications 6.0 00 00 00 0.0 0e 0.0 0.0
Time Warner Telecom (1) 268.8 460.0 692.1 7354 897.4 1,135.2 1.348.6 1.554.2
US CATV Industry Revenue 4219 702.7 1,031.3 1,136.3 1.388.0 1,725.7 20213 2,315.8
Growth Rate 117% 64% 47% 10% 22% 24% 7% 15%
Commercial Telephony EBITDA
Adelphia (20.00 (10.0% 0.0 12.6 13.2 13R 14,5 153
AT&T Broadband [ERT] LX) [1R1} LIXT] 0.0 LR u.L 0.0
Cablevision Lightpath 340 31.] 324 49.7 60.6 74.0 833 96.6
Charter Communications 6.0 0.0 0.0 00 0.0 0.0 0.0 0.0
Comcast Business Communications 2.0 {70.1) (143.8) (46.3) (38.3) (26.5) (9.3) 2.0
Cox Business Services 199 384 455 66.6 833 102.0 HES 135.2
Insight Communications 0.0 0.0 00 00 0.0 00 0.0 0.0
Time Wamner Telecom (1) 37.8 104.3 142.4 1750 251.5 366.6 482.0 596.7
US CATV Industry Revenue 69 .8 93.7 76.5 2576 3704 5299 689.1 845.7
Growth Rate 462% 34% -18% 237% 44% 43% 30% 23%

E= Morgan Staniey Research Estimates

Note: Nat consolidated into AQL Time Warner

Broadband Cable Television — April 5, 2002

Please see the importam disclosures at the end of this report.




MorganStanley

A Closer Look at Basic Programming Costs

Summary and Investment Conclusion

Over the next several years, we expect cabie operators will
generate average revenue and EBITDA growth of 12-14%
in the cable business (analog, digital video, and cable mo-
dem services). However, we expect analog video revenue
(basic rates, advertising, and other) to only grow 5-7%,
while analog gross profit (analog revenue minus analog
programming costs) should grow 3.5-5.5% per year. The
majority of the growth in the cable business should come
from new services such as digital video and cable modem.

The 5-7% analog video growth can be broken down as
foliows: 0.5-1.0% basic subscriber growth, 3-4% growth
from basic and premium rate increases, 1% growth from
advertising revenue, and 0.5% growth from other revenue.
We expect basic programming costs per subscriber to grow
an average of 7-9% over the next several years.

We have analyzed the affiliate fees of the various cable
networks and cross-checked them with our estimates for
average analog programming costs for the cable operators.
We believe four conclusions can be drawn from this analy-
SiS:

+  We expect basic programming rate increases to de-
cline gradually over the next several years, to about
6% per subscriber per year by 2006. However, we ex-
pect analog gross margins to decline from about 71%
to 68% by 2006, as basic rate increases will not ex-
actly match increases on programming costs.

¢ Upselling basic customers to digital video and other
services will be an important offset for these cost in-
creases.

¢  The top-20 cable networks represent more than 75%
of total affiliate fees of the cable networks included in
most basic programming tiers (roughly 45 channels —
broadcasters and local channels do not receive affiliate
fees).

e Our programming cost estimates are based on our
forecasts of affiliate fee growth at the entertainment
companies. With the exception of sports program-
ming, these cost increases are commensurate with ba-
sic rate increases at about 5-6% per year. Including
sports programming (which has been the driving force
behind the highest rate increases over the past few

Broadband Cable Television — April 5. 2002

years), affiliate fee growth averages 6-8% in our
model over the next several years.

»  Channe] additions have led to increases in program-
ming costs for the MSOs, which have exceeded
growth in affiligte fees over the past few years. We
estimate that total annual basic programming costs per
subscriber grew 10-12% in 1998-2001. About 400-
500 basis points of the increase came from channel
additions.

e Upside to current revenue growth for programmers
will likely occur through digital variants of analog
programming (i.e., Discovery’s digital programming).
We estimate that digital tier programming was 32-35%
of digital revenue in 2000-200] and should not exceed
36% by 2006. The combined cost of analog and digi-
tal programming was 29% of revenue in 2001 and
should be 32-33% in 2006, according to our analysis.

A cable operator offers its customers different tiers of ca-
ble television service including standard and digital tiered
services. The standard cable service offers analog pro-
gramming with an average of 60-70 channels, which in-
clude broadcast and cable networks. The MSOs have now
also bepun to offer a variety of digital packages at different
price points, which incorporate the standard analog service,
plus additional digital channels.

For non-sports networks, a contract between a programmer
and a cable operator is typically for 5-8 years and sets the
affiliate fees per subscriber owed to the programmer as
well as annual rate increases on these affiliate fees. The
annual rate mncreases average 5-6% excluding sports pro-
gramming. Revenue for the programmers is a cost 1o the
cable operators for carriage of the networks. Contracts for
5ports programming are also an important component of
annual rate increases of affiliate fees; many contracts in-
clude a surcharge for sports rights. Direct and indirect
sports surcharges are the reasons behind the 20% increases
in sports channel affiliate fees over the past few years.
Including sports programming surcharges, industry rate
increases average 6-8%.

Analog programming costs account for a cable operator’s
largest expense at an average of 27-30% of total analog
revenue. Of the analog programming costs, the basic pro-
gramming cost is the largest component, averaging about

Please see the important disclosures at the end of this report.
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20-22% of analog revenye. Basic programming costs per
subscriber have been increasing 10-12% per year, with the
largest increases from the sports programmers. By 2004-
2006, however, we expect these costs 1o decrease to about
6%.

Affiliate Fees at the Top Networks

Exhibit 43 shows the affiliate fees per subscriber for the
top basic networks. Total affiliate fees per subscriber for
basic programming are $9-11 in 2000-2002E. The 45 net-
waorks shown in the exhibit account for almost all of the
basic network fees, with the top 20 channels accounting for
more than 75%.

The top two sports channels, ESPN and Fox Sports, ac-
count for almost 25% of the affiliate fees. The sports net-
works have implemented among the highest rate increases
of the networks, due to the previously discussed surcharges
for particular sports rights. We estimate the five-year av-
erage growth rate from 2001-2006 for ESPN and Fox
Sports will be about 9%, versus an average of 5-6% for the
other networks.

Basic Programming Costs for the MSOs

Exhibit 47 shows the basic programming costs broken out
by cable operator. Basic costs per subscriber should aver-
age $10-11 in 2002. For larger operators, such as AOL
Time Wamer with about 12 million subscribers, costs per
subscriber are closer to $10, while for the smaller opera-
tors, monthly costs per subscriber should be closerto $11.

Programming cost increases per basic subscriber for the
MSOs have averaged 10-12% per year, with the largest
increases from the sports programmers. MSOs have
passed on part of this cost to its customers through basic
rate increases. but these increases only average about 4-
6%. Upseliing existing cusiomers with digital video pack-
ages and other services have helped offset these cost in-
creases.

Broadband Cable Television — April 5, 2002

The Economics of Digital

Digital video allows MSOs to offer additional services at
different price points. For programmers, digital service
represents an opportunity to offer more networks. Pro-
grammers such as Discovery and ESPN have created spin-
off channels (Discovery Kids, Discovery Science, ESP-
News, etc.) offered on the digital tier. However, unlike
basic networks that have been established for many years,
these new digital channels were created less than ten years
ago and most are not fully distributed. As such, these new
networks typically will pay the cable operator “launch
fees™ for cammiage or will have step-up programming ex-
penses in which affiliate fees will initially be low and then
increase over ime.

At this point, we believe affiliate fees for digital channels
are still fairly small. Over the next couple of years, how-
ever, fees will begin to become more meaningful, particu-
larly as digital penetration continues to increase. Digital
programming affiliate fees will not be a large source of
revenue for programmers, in our view, but there is little to
no cost associated with these channels. Multiplexed digital
channels, like Discovery, repackage much of the pro-
gramming to target specific audiences, such as children.

We estimate that analog programming costs per subscriber
will increase 7-9% per year in 2002-2006. Digital costs
should increase from 2001-2006 at a 29% CAGR, but the
large growth is really a function of the small starting base.
Combined analog, premium, and digital programming
costs are expected to grow from 200} to 2006 at an 10-
11% CAGR.

Basic analog revenues are forecast to increase 5-7% per
year. However, when digital and premium services are
added. the total increases is 8-9% per vear. We expect the
overall gross margin on total video services 10 contract
from 68% in 2001 to 64% in 2006. The total margin is
critical as the major programming suppliers offer all three
forms of content — analog, digital, and premium. The
negotiations for each type of programming are directly
influenced by the price structure paid for the other forms.

Please see the important disclosures at the end of this report.
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- Exhibit 43

Cable TV Networks Domestic Affiliate Revenue per Subscriber

E'

Lifeume

TNN

ABC Family
WE

TLC

Sci-Fi

MSNBC
Outdoor Life
BET

Carnoon

Bravo

Hisiory Channel
ESPN Classic
Count TV
Comedy Central
YHI
Speedvision

The Weather Channel

Anmal Planer
Home and Garden
TV Land
Travel Channel
Food Network
CMT
TV Guide
ESPN News
M2

Touwml

Growth %

Growth % excl. sports
E= Morgan Stanley Reseorch Estimates
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1999 2000 2001 2002E 2003E 2004E 2005E 2006E
101 119 1.40 1.61 1.74 1.28 2.03 .20
.56 0.79 050 097 1.06 L1s 126 1.37
0.70 071 0.75 081 0.85 0.89 093 0.98
0.62 0.65 067 0.69 072 0.76 0.80 0.84
0.36 037 0.39 041 041 0.4 0.44 .46
0.37 038 0.38 038 0.40 0.42 0.44 .46
0.26 027 0.2¢9 0.30 0.32 0.34 0.36 0.38
0.2¢9 0.2% 0.29 029 0.31 0.32 0.34 0.36
0.20 o 023 0.27 028 030 0.33 035
0.2] 022 0.24 025 0.27 0.28 030 0.31
0.19 022 0.23 024 025 0.26 0.28 0.29
0.18 0.20 022 0.24 025 0.28 0.29 o
0.16 0.1% 021 023 0.26 0.28 031 0.3
.22 0.23 0.23 023 0.25 0.26 0.28 029
0.21 0.22 0.2 022 023 0.24 025 0.27
0.18 06.19 0.20 021 023 0.24 0.26 0.27
0.36 0.18 .18 020 0.21 023 0.24 0.26
0.16 0.17 018 .19 0.20 0.21 0.22 0.24
0.13 0.14 0.15 0.16 0.17 0.19 0.20 0.21
0.15 0.15 0.16 0.16 017 0.18 0.19 0.20
0.16 0.16 0.16 0.16 [18].] Q.17 .18 0.18
0.18 0.15 0.15 0.16 .16 0.17 0.18 0.19
0.12 0.13 0.14 0.15 L8]] 0.18 a9 (W]
0.12 0.13 0.13 0.15 ¢.16 Q.17 019 0.1
0.11 0.12 0.13 0.14 0.15 0.17 0.19 0.21
0.12 0.13 0.13 0.14 0.15 .15 0.16 0.17
0.10 0n 0.12 0.13 0.14 0.15 0.16 017
0.08 0.10 Q.12 013 0.14 0.15 0.17 0.19
on 0.13 0.12 0.13 0.13 0.14 0.15 0.15
0.0% 0.10 a1 o1 0.12 0.13 0.14 0.14
G.10 0.10 0.11 iR} 0.12 0.12 0.13 0.14
0.1 010 on 0.11 0.1 0.12 0.32 0.12
008 0.09 0.10 .10 o1 0.11 0.12 0.13
0.08 D.08 0.09 0.10 0.1 on 0.12 C 012
008 0.08 0.0% 0.09 0.10 0.10 0.1] 011
0.08 0.08 009 0.09 010 0.10 o0 0.12
007 0.0 on 0.00 000 0.10 010 01
0.05 0.06 0.06 007 0.07 0.08 0.08 0.09
0.05 0.05 0.06 0.06 007 0.07 0.07 0.08
0.04 0.05 0.05 0.06 0.06 0.06 0.07 0.07
0.04 0.05 0.05 0.05 0.06 0.06 0.06 0.07
0.03 0.04 0.04 0.04 0.05 0.05 0.05 0.05
0.05 0.05 0.04 0.04 0.03 0.03 0.03 0.03
0.02 0.02 0.03 0.03 0.04 0.04 0.04 0.04
0.02 0.02 0.03 0.0 0.03 0.04 0.05 0.05
B4l 9.17 9.86 10.57 11.21 11.94 12.7¢ 13.52

9.0% 7.5% 7.2% 6.1% 6.5% 64% 64%

5.0% 5.2% 5.6% 54% 58% 5% 5%

Please see the important disciosures at the end of this report.
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Exhibit 44

Average Subscribers for Cable TV Networks
1999 2000 2001, 2002E 2003E 2004E 2005E 2006E
1 ESPN 75" 786 823 - 848 855 570 $8.3 9.5
2 Fox Spons 279 318 331 36.3 394 £2.5 455 484
3 Disney Channel . 354 464 574 . 637 670 674 678 682
4 TNT 767 79.1 80.7 82,1 834 B4.6 159 87.2
5 LISA Network 76.2 7.1 826 854 £6.7 876 884 £9.3
6 CNN 769 79.7 817 83.1 843 85.6 869 88.2
7 Nickelodeon 754 78.2 £1.1 83.5 856 872 885 £9.7
8 FX 400 48.0 563 720 80.0 816 869 89.8
9 TCM 296 358 a2 454 %96 535 574 613
10 TBS 78.6 808 830 85.6 876 889 902 91.1
11 ESPN2 65.9 725 810 834 85.1 86. 88.1 894
12 Discovery Channel 6.7 79.1 830 84.9 870 88.6 29.9 91.1
13 CNBC 9.6 729 762 7.1 813 833 853 872
14 AMC 617 644 68.4 N3 3.0 757 782 80.6
15 Fox News 332 415 59.0 74.0 81.7 85.1 83 914
16 MTV 723 755 204 83.0 Bis 850 863 875
17 A&E 750 775 809 834 848 863 876 887
18 E 570 653 733 72 794 812 829 844
19 Lifetime 739 174 810 835 849 864 77 889
20 TNN 73.0 759 81.8 856 £7.7 893 50.7 ‘91.9
21  ABC Family 74.3 T6.6 194 81.5 828 843 85.6 B86.7
2 WE 192 227 378 435 45.6 479 503 528
23 TLC 700 743 787 81.1 833 85.3 87.1 88.7
24 Sci-Fi 56.2 62.7 68.6 74,1 7.1 840 857 &0
25 MSNBC 4956 55.6 599 633 657 673 695 723
26 Qutdoor Life 205 255 328 378 414 469 526 56.0
27 BET 575 60.6 66.5 7238 768 80.0 2.1 83.2
28 Canoon 54.6 60.0 650 692 728 75.8 784 80.6
29 Brawo 349 469 as2 54.8 586 60.3 629 64.9
30 History Channel 57.4 62.1 708 78.1 80.0 81.5 827 3.7
31 ESPN Classic 200 280 420 462 53.1 61.1 672 739
32 Coun TV 36.6 427 506 585 647 69.3 126 4.9
33 Comedy Central 58.6 65.4 75 75.1 769 784 795 80.6
4 VH! 660 i Th & RO.F B3l gsn R6.3 874
35 Speedvision 225 285 340 36.7 397 4238 445 46.3
36 The Weather Channel 734 758 783 803 £23 84.3 864 88.6
37 Animal Planet 494 598 9.1 744 73 796 220 84.5
38 Home and Garden 537 63.0 no 73.1 753 776 799 823
39 TV Land a3 50.6 613 70.2 75.0 782 812 84.)
40  Travel Channel 284 422 550 619 638 §5.7 617 69.7
41  Food Network 40.7 455 48.0 504 529 556 583 613
42 CMT 20.0 419 495 556 5738 598 616 633
43 TV Guide 2938 505 526 545 563 58.) 599 818
44 ESPN News 180 230 260 286 35 34.6 sl 419
a5 M2 114 16.5 28.6 37.3 400 42.5 449 473
Total 52.3 576 63.6 682 70 134 755 7.5
Growth % 10.1% 10.4% 7.1% 41% 3.4% 29% 2.6%
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Exhipit 45
Cable TV Networks Domestic Affiliate Revenue
C199% C2000 C2001E CI002E C2003E C200ME CI005E C006E
ABC Family 139 148 157 161 163 173 123 191
Growth % 8% 64% . 60% 2.6% 1.6%: 59% 5.6% 4%
A&E 145 157 183 0 218 23 253 m
Growth % 15.0% 15.0% 9.9% 10.5% 1.1% 8.0% 7.6% 14%
AMC 175 18 196 213 233 255 277 299
Growth % 12.7% 15% BE% B.5% 9.2% 2% 83% £1%
Anima! Pianei 4 6 . [ 78 86 03 101 110
Growth % 513% 36.0% 21.9% 13.6% 9.7% 8.7% 8% 8%
BET 19 168 191 24 T 26 285 309
Growth % 26.6% -118% 13.2% 120% 109%" 100% * 9% £.5%
Brvo &2 & 76 Te wo e nsit s
Growth % 41.0% M™% - 128% 19.0% 10.8% BE% sa% BI%
Carwoon 60 7 %0 106 1 140 gt 100
Growih % 2.6% 20.9% 24.6% 17.1% 15.7% 148% - - 13.8% 13.4%
CMT 15 18 25 29 2 7 37 40
Growth % ) L 15A% . 205% 36.1% 178% .. 92% . B6% . B s.o%
CNBC 137 .. 168 195 222 252 -, 284, - 319 A58
Growth% 15.1% 20.5% 18.1% 14.2% 13.1% 12.9% 12.5% 12.4%
CNN 337 160 369 s 400 26 454 amd
Growth % 11.5% 6.7% 2.5% 1.7% 6.6% 6.6% 6.6% 6.6%
Comedy Central 51 69 82 ‘92 100 108 116 124
Growth % 250% 20.5% 18.1% 12.3% B.6% BO% 7.6% 14%
Count TV 48 52 65 7" 28 o7 105 17
Growth % w0o% 7% 248% 19.3% 139% 103% 9% 63%
Discovery Channe! 169 192 17 240 266 »2 k2] 344
Growth % 65% 13.6% 133% 10.5% 10.6% 10.0% E6% BA%
Disney Channtl 41 629 747 880 990 1,067 1,143 122
Growih % 12.7% 16.3% 18.7% 17.9% 124% 7.8% 1.1% 6.9%
E! 109 132 155 180 194 208 23 239
Growth % 128.0% 20.3% 17.9% 15.8% 79% 1.5% 7.2% 6.9%
ESPN 920 L127 1386 1.659 1.824 2.007 2,200 2,408
Growth % 23.8% 22.8% 21.0% 19.7% 100% 10.0% 2.6% 9.4%
ESPN2 144 180 210 37 257 275 264 315
Growth % 19.9% 24.8% 16.5% 13.0% B.1% 1.1% 7.1% 7.1%
ESPN Classic 21 29 45 6 64 ” 91 105
Growth % 4.1% 41.2% 53.1% 26.0% 129% 208% 17.9% 15.5%
ESPK New: s £ s 1 14 e Iy 2
Growth % 271.4% 52.% 79.3% 284% 26.0% 15.5% 15.5% 15.5%
Food Network 144 150 159 169 180 192 204 218
Growth % 7.0% 62% 59% 6.5% 6.5% 6.5% 6.5% 6.5%
Fox News 84 113 158 194 225 246 268 291
Growth % 40.6% 35.2% 29.7% 22.9% 16.0% 9.4% 9.0% £.6%
Fox Sports 307 394 an 570 588 820 966 1,127
Growth % 28.7% 19.9% 20.5% 20.7% 192% 17.8% 16.6%
FX 138 167 198 252 294 323 353 83
Growth % $7.5% 0% 15.4% 171.4% 16.6% 9.8% 9.1% B.5%
History Channel (Y] bl 9] 107 116 126 18 145
Growth % 2.0% 14.3% 18.4% 18.0% B86% 3.0% 76% 74%
Home and Garden as a8 1] 8 62 o6 10 75
Growth % 9.9% 392% 12.8% 6.5% 6.5% 6.5% 6.5% 6.5%
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Exhibit 46 T
Cable TV Networks Domestic Affiliate Revenue (continued)

C199% C1000 CI001E CIIE  C2003E CHME CI00SE C006E

Lifetime 112 129 148 165 . 1% 192 207 73}
Growih % 14.7% 152% 15.2% 11.3% 7.8% BO% 7.6% 74%
MTV 156 173 195 243 . 227 P20 264 284
Growih % 10.3% 10.6% 12.9% 9.5% 6.6% RO% 7.6% T4%
M2 3 5 9 4 T Y 25 3
Growth % 66.7% 99.6% 50.2% 13.2% 223% 21.6% 19.6%
MSNBC 64 77 82 107 RV 137 156 179
Growth % 33.9% 1.1% 18.5% 16.3% TR ™ 13.6% 14.5%
Nickelodeon 231 2854 280 s 332 ase s s 414
Growth % 10.0% 10.0% 9.9% 9% B 1 8.0% 1.6% 1.4%
Outdoor Life 30 9 52 o4 73 87 103 15
Growth % 9. 1% L300% 0 338% 2% JA9% 192% LM% N.71%
SciFi LB g 106 B - L eE L 118 204 2
Growth % LM5% L 9B% <, 9% L220% L 4% . 1R5% . 160% 13.9%
Specdvision .om - .60 80, . 6. 66 C 69 T
Growth % 113.3% 69% .. 3T.0% 0% 50% 50% 50% 3%
TBS 198 4 242 . 262 281, L300 3 348
Growth % 10.1% 81% 12.9% 8.3% 14% 6.9% 1% 7.6%
TCM 70 ] 114 146 169 196 25 256
Growth % 36.8% 29.5% 26.4% 1% T 163% 15.5% 148% 14.2%
TLC 100 17 133 48 165 182 201 219
Growth % 53.8% 16.5% 14.4% 11.2% 1.0% 10.5% 10.2% 9.0%
TNN 135 140 154 169 182 195 207 2
Growth % 7.7% 2.9% 10.0% 9.9% T6% - - TOM 6.6% £.4%
TNT 569 616 647 678 7 ™ 821 s
Growth % 14,7% 8.3% 5.1% "% - 6.6% 66% 6.6% 6.6%
Travet Channel 12 23 34 41 45 50 55 6l
Growth % 116.6% BS.8% 49.8% 20.5% 10.2% 10.2% 102% 102%
TV Guide 33 29 27 25 24 2 2 22
Growth % -5.2% -10.7% 54% 27% <5.0% 2.0% 2.0% 2.0%
TV Land 25 33 4 53 60 66 n 79
Growth % 3123% 30.7% 226% 11.3% 10.5% 10.0% °.8%
USA Network 327 349 383 420 431 461 483 sio
Growth % 28% 6.8% %.6% 9.6% 28% 68% 48% 5%
VHI 63 ” 83 94 102 12 120 120
Growah %, 127% 3™ 15 4% 12.5% 0.8%: 8.4% 1.M% T Ay
WE 28 38 5 7 88 » 106 116
Growth % 82.7% 179% 32.2% 522% 14.6% 9% 2.7% 9.7%
The Weather Channel 68 s 82 87 93 % 105 12
Growih % 11.3% 10.0% 0.5% 6.5% 6.5% 6.5% 6.5% 6.5%
Total $6A21 $738) $8,535 59,733 $10,729 511,765 $12.549 $14.000
Growth % 25 4% 15.0% 15.6% 14.0% 10.2% 9.7% 9.2% 9.0%
Copyrights. other small $1,060 51,263 51,406 $1.521 $1,752 $1,865 $1.962 $2,049

nerworks, other fees

Total $7.481 $8.645 $9,940 $11,254 51248 $13.629 $14511 S16,049
15.6% 15.0% 13.2% 10.9% 2% 87% £4%

Piease see the important disclosures at the end of this report.
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Exhibit 47
Basic Programming Expenses by Cable Operator
mﬁrm- .
1900 2000 2001 2002E 2003E 2004E 2003E 2006E

Avg. Basic Subseibers 5605840 5,737,607 5302522 5823326 SB48.700 5873000 $597.000 .5.921,000
Basic Programming Cost / Sub. 5756 © 8329 $o.0 $10.52 st $12.27 $13.13 33405

% Groeth 10% 13% 13% % ™ ™ T
Basic Programming Expensc $508.6 §5129 $6302 $735.0 $801.0 646 59289 $998.0
AOL Tiawe Warner -
Avg. Begic Subscribers 10A481,004 11,072,516 11,152666 11,240423 11297329 11351714 11404994 11457186
Basic Programming Com / Sub. 5798 58.70 $9.30  S1004 O $13.08 O SHLTL O B24T O $102¢

% Growth [ ™%, Y 9%, &% . 6% [
Basic Programeming Expensc $1.003.7  $1,1557  $12446  STIETY  $149101 SIS9S4 S1073 51566
AT&T L R o . .
Avg. Basic Subscribers 1261097 13680000 13,631,000 13393900 11S61470 13790190 1I790S% 1).0674M
Basic Programming Cost / Sub. 5195 $4.28 $9.36 SH20 - $iia $12.01 1285 WA ;

% Growth ™% 13% %% 10% ™ ™% ™
Basic Programming Expense $12651  $1.3504 515307 BI664A SO  S19Ms 52171 o)
cm . . L PR B SR . .- .
Avg. Basic Subscribers 2363158 293543 2985071 302226 . ABI0Se1 DNSESSECRISAIM LMW -
Basic Programming Cost / Sub. 5790 $8.90 $9.35 51062 | S1130 51203 $12.81 513,55

% Growth 13% 1% o ' 23 [ 3
Basic Progransming Expense 2718 $313.5 $353.6 SABMI SAMS oo SAAEY . B4BLY .- S5
Chartar Commmnications ) . L .-

Avg. Basic Subucribers 000638  £746040 6953700 -GH23884 . 7,005,548 T0M0969  J0T6I4  LI1ISSS
Basic Programming Cost / Sub. 173 52.52 $9.53 $10.61 $1130 51198 $12.70 $1346
% Growth - % 12% 1% SO 6% 6% %
Basic Progracming Expense . $564.% $689.4 $795.3 $281.3 59500 510120  $1078.1 51,1485

Comeast

Avg. Basic Subscribers 8147919 8297842 §428942 8511500 8592000 8671500 8750000 B.227500

Basic Programuming Cost ! Sub. $3.25 5891 $9.67 51045 sua $11.96 $12.88 $1344
% Growth 8% 9% % ™% % % %

Basic Progranmping Expasee S _SEeee | SMAT2 $978.3  S1.0669 51632 512444 513310 514233

Cox Communications

Avz. Basic Subscribers 5944256 6141989 6200737 6244294 6303539 6347663 6392097 6436842

Basic Programming Cost / Sub. $825 $8.58 $9.54 $i047 $11.10 s $1247 $13.22
% Growth % H% 1% % 11 % ™%

Basic Programming Expene: $338.5 $632.7 $709.7 $734.3 $839.8 58964 59568  $1.021.3

Inugiet Commrmmication

Avg. Basic Subscrivers 1268454 1271838 1277900 1290019 130279 1315000 1327000  1.339.000

Basic Prograsaning Cost / Sub, $6.74 - 3858 59.90 51099 S1163 $12.3% $13.09 . S1387
% Growth 27% 15% 1% % 6% % %

Basic Programming Expense $1026 $131.0 $151.8 $170.8 51821 51948 $208.4 $2029

Totsl Basic Swbeeribery - Major MSOs  34012,106 55912251 56432337 56.649.708 57.071,787 5742458 51775968

Avp. Progr. Com / Sub 57.89 $8.56 59.47 $1038 SNz $11.9% 12 513
% Girowth 9% 1% 0% Fo T 0%
Tota) Basic Progr. Expens, $5310 $4.742 $6413¢ 5704840 $7.682.0 $8.2332 SBRIO - §9443 4
’bncd on mum)
Other Subseribers (Small MSOs) 14525874 13436669 13421965 13.627.98% | 3.626.9.99 13692369 13760020 13827522
Basic Programmning Com / Sub. $6.94 191 $9.92 30,9 51152 $12.86 $14.22 51557
% Growth % 14% 1% 13% 12% 11% 9%
Other Expense (Small MSOs) $1,208.7 $12M5 $1.452.6 $1.606.6 $1.883.1 2137 $2.347.7 525028
Totsl US Basic Susacribers 63437980 65360920 69854502 70277696 T0.695,086 7117453 TIJJS.D_I9 71.954.02 ),
Avg. Progr. Com 7 Sub $7.69 .43 $9.38 310 $1127 512,12 $13.00 $139
%% Growth 10% 1% % "% "% T%
Basic h:r. Exﬂ - Tetd US $6.321.1 $7.020.4 $7.866.5 $8.721 6 59.56_5.1 $10.346.9  $11.167.2
Totsl Pregramming Expentes for DBS
Total DBS Subscribers 11,489,000 14760000 17532000 19.971,158 21672964 22915400 23908763 24.802.075
Avg. Prop. Cost / Sub $5.4) 5917 59.86 510.57 $11.21 $11.94 $12.20 $13.82
Tois! Basic Pragr. Expense for DBS $1,159.7  S1.624.0 $20737 82531 $29160  $3282.5  $loM4 $4.0224
Total Programming Expenses $74809 $8.644.5 599402 $11.2507  S12481.0  $13,629.5 Si48112  310,048.9)
{Cabie and DBS)
¥ Growth 16% 15% 13% 11% 9% 9% B

E= Morgan Sianiey Research Estimates

Broadband Cable Television — April 5, 2002

Please see the important disciosures at the end of this report.




Morgan Stanley

Exhibit 48
Digital Programming Expenses by Cable Operator
Pro Forma . . .

1999 2000 200] 2002E 2003E 2004E 200SE 2006E
Adeiphia
Avg, Digital Subscribers 137,780 569,106 1,391,654 2337321 3080922 3,773,506 4290,114 4629274
Digital Programming Cost / Digital Sub. 51.99 31.86 $2.20 . £2.59 .. $£3.14 $3.72 $4.33 $4.97
Digital Programming Expense $33 $12.7 $36.7 $728 8161 $163.4 $2228 $276.1
AOL Time Warner )
Avg. Dighal Subscribers 205,000 987,100 2,260,125 3,591,099 4847213 53851969 6596371 7212245
Digital Programming Cost / Digita} Sub, $2.42 $4.52 5465 $547 542 $5.70 $5.98 36.28
Digital Programming Expense $6.0 §$535 $126.1 $2226 $3155 $3999 34734 $543.4
AT&T T
Avg. Digital Subscribers 1,235,532 2,058,545 2,890,000 1,954,457 3 BASBBO6 5547128 © 6,166,838 5,703,559
Digital Programming Cost / Digital Sub. $5.20 $5.85 $8.78 - $935 -§7.28 $6.03 $546  $598
Digital Progranuming Expense $71.1 $1a4.5 $3043 4341 - $423.6 $401.5 $404.2 $480.7
Cablevision . -
Avg. Digital Subscribers - - 2,230 §8,068 305,180 $83,045 824,082 1,095,631
Digital Programzning Cost / Digital Sub. 5000 - $0.00 $6.30 % 7 $7.14 $7.79 $8.24 ‘3895
Digital Progranuming Expense 500 $0.0 $0.2 $55 .~ $26. $54.5 $B1.S $117.7
Charter Communications
Avg. Digital Subscribers 84,550 466,488 1,661,150 2.403,000 3,043,980 3,514,153 3923834 4337974
Digital Programming Cost / Digital Sub, $5.04 §$1.28 $2.72 $2.72 $1.12 $3.55 $4.01 $4.52
Drigitai Programming Expense $5.1 $7.2 $54.2 ) $786 $114.0 51497 $189.0 $235.)
Comcast .
Avg. Digial Subscribers 287,675 1,037,100 1,927,850 2,655,686 3272780 3798981 4255958  4,639.086
Digital Programming Cost / Digital Sub. $1.92 $£1.51 $2.11 $2.38 $2.73 $3.10 $351 $3.95
Digital Programming Expense £6.6 $18.8 $489 5759 $107.1 31415 $1792 $219.7
Cox Communications
Avg, Digital Subscribers 239934 560,961 1,093,444 |.684236 2,271,844 2772258 3218361 3,612,56]
Digital Programming Cost / Digital Sub. $1.49 $1.67 $1.81 $3.01 $3.38 $3.82 $4.30 $4.82
Digital Programming Expense $43 - 5113 $23.7 $60.8 $92.1 $1272 51663 $209.1
Insight Communications
Avg. Digital Subscribers 62,533 96,358 204,900 313,871 431,947 568,014 719,039 B47814
Digital Programming Cost / Digita! Sub. $3.49 §3.40 $7.67 $7.67 $8.19 $8.54 $8.90 $9.28
Digital Programming Expense $26 $39 SI188 $289 $42.5 $58.2 5$76.8 5944
Total Digiral Subscribers - Major MSOs 2,253,003 5775657 11431353 17,007,747 22,099,752 26,409,055 29,994,797 33.078.145
Avg. Progr. Cost / Sub $388 $3.63 $4.47 $4.80 $4.66 $4.74 $4.98 $5.4
Total Digital Progr. Expense $105.0 $251.9 $613.0 $979.1 $1.237.1 $1,5008 $1,793.1 $2,176.2

(based on coveme)

Other Subscribers (Small MSOs) 1,438,011 3,046,902 3,238,326 3,144,022 2,674,432 2275029 2,033,319 1895310
Digital Progremming Cost / Sub. $4.08 $3.82 54.69 $5.04 $4.90 $497 $5.23 $5.76
Other Expense {Small MSOs) 3704 $1395 $182.3 $190.0 $157.2 $1358 $1276 $1309
Total US Digital Subscribers 3,691,014 8,822,559 14,669,678 20,151,768 24,774,184 28,684,084 32,028,116
Avg. Progr. Cost / Sub $3.96 8370 $4.52 §4.83 $4.69 $4.75 $5.00
Digital Progr. Expense - Tota} US §175.4 $391.5 $795.3 $1.169.1 $1,394.2 $1.636.6 $1.920.7

Source: Morgan Stanley Research Estimares

Broadband Cable Television - April 5, 2002

Please see the important disciosures at the end of this report.
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Exhibit 40

Premium / Pay-per-view Programming Costs per Subscriber

Pro Forma_ . ..
1999 2000 2001 2002E 2003E 2004E 2005E 2006E
Adelphia
Avg, Basic Subscribers 5605840 5757607 5802522 5823326 SB48700 5873000 5897000  5921.000
Avg. Premium Subscribers 2,570,754  2,687.801 2,776,368 21883285 3023032 3,163,863 3273877 3339119
Premium Programming Cost / Basic Sub. §1.66 51.78 51.66 $1.73 $1.8] $i.89 $1.94 51.97
Premium Programming Expense $111.7 $122.7 $1152 $121.1 $127.0 $1329 $1375 $140.2
PPV Programmnung Cost / Basic Sub. 3025 50.26 50.28 $036 ,. | .50.57 5096 $1.17 $1.23
PPV Programming Expense 5165 $18.0 $19.4 3255 $39.9 $67.6 $82.7 $87.4
AOL Time Warner o o o - -
Avg, Basic Subscribers 10,481,004 11072516 11,152,666 +1,2404237:£1,297.32¢ 41,351,714 11404994 11457186
Avg. Premium Subscribers 6,396,259 6803899 6,805,098 6,871,663 6,877,735 6834232 6,791,504 . 6,710,260
Premium Programming Cost / Sub, $2.21 $184 $1.68 $1.83 SI_.S}i .. $181 ] P Y )
Premium Programming Expense $278.2 $244.9 $2246 = 52474 32476 $246.8 $244.5 $253.6
. S UL NN T -
PPV Programming Cost / Sub, $0.59 $0.60 $0.85  s088 8129 . SL74 52,18 . 52.63
PPV Programming Expensc $74.1 $19.4 $1142 ~ ' S1185 U S1755 7 $236.7 $298.1 $362.0
PIEERE Y IR T

AT&T o Tt L . . .
Avg, Basic Subscribers 13,610,797 13,689,000 13,631,000 13593900 13,661,870 13,730,179 13,798,830 13,867,824
Avg. Premium Subscribers 12,044,713 "12,849,591 11,684,269 11,391,414 11,307271 11,028.07% 1094),164 10,746,502
Premium Programmnng Cost / Sub, $2.86 $2.84 $2.83 $2.17 $283 5287 1 %290 T %293
Prermum Programming Expense 5466.6 $466.4 $462.7 34511 $463.4 $472.1 $480.4 $488.3
PPV Programming Cost / Sub. SD.Sf ©$0.64 $0.74 $0.85 $0.99 $1.17 51.42 $1.67
PPV Programming Expensc §94.:5 $105.2 S1218 $138.7 $161.9 51925 32347 $278.2
Cablevision
Avg. Basic Subscribers 2.863,158 2935434 2985071 3022262 3,059,641 3,094558 3,129874 3,165,592
Avg. Premium Subscribers 6,083,051 5257833 6961498 7,002,956 7146236 7182372 7209772 7,239,497
Premium Programming Cost / Basic Sub. 55.83 §6.05 $5.73 $5.78 $5.86 $5.82 35.78 $5.74
Premium Programming Expense $200.3 $213.2 $205.4 $209.6 $215.1 $216.2 $217.0 $217.9
PPV Programming Cost / Sub. $1.05 $0.82 $0.76 $0.62 $0.88 $12s8 51,66 $2.20
PPV Programming Expense $36.1 $29.0 5274 $224 $322 $46.3 $62.5 $81.5
Charter Communications
Avg, Basic Subscribers 6,090,638 6,746,046 6,953,700 6,923,884 7,005940 7,040,969 7,076,174 7,111,555
Avg, Prermium Subscribers 3,002,550 4105715 5691262 6,055,642 6,074080 6,074336 6,075,258  6.078,869
Premium Programming Cost / Sub. $L.79 $1.48 $1.38 $1.50 $1.52 $1.54 $1.57 $1.59
Prermum Programaming Experse $131.0 31200 $1149 £125.0 $127.9 $1304 $1331 $135.8
PPV Programming Cost / Sut. $0.30 $0.32 5049 $0.74 37 $1.83 $2.3z2 $2.091
PPV Programming Expense $28.7 $274 $41.3 $61.6 $115.0 $154.7 $198.1 $247.9

Source: Morgan Sianley Research Estimates

Broadband Cable Television — April 5, 2002
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Exhibit 50

Premium / Pay-per-view Programming Costs per Subscriber (continuad)

Pro Forma
1999 2000 2001 2002E 2003E 2004E 2005E 2006E

Comcast
Avg. Basic Subscribers 8147919 - 8297842 8428942 8511,500 8,592,000 B8.671,.500 8,750,000 B.827.500
Avg. Prermum Subscribers 6,672.607  6,684.245 6,758,469 6,742,805 6,679,867 6,618,360 6546478 6,463,803
Premium Programming Cost / Sub. $2.48 $2.47 $223 3227 5222 52.18 214 ‘$2.0%
Premium Programming Expense $242.9 $246.0 $225.4 $231.4 22292 $2271 $224.7 32218
PPV Programming Cost / Sub. $0.6) 50.56 50.57 $0.73 $093 - .. $13) 3173 - $220
PPV Programming Expense $59.3 $55.7 $58.1 $74.] 959 B1362 - SI819 82325
Cox Communications Dt w e e Lo
Avg. Basic Subscribers 5944256 6,141,969 6200,737 6,244,204  6WAS3IP._ 4 MT6E} LMY - 6436842
Avg. Premium Subscribers 4,002,223 4,190,373 4,134,258 4,147,856 4,089,069 4069224 4,041,693 4,007,015
Premium Programming Cost / Sub. $2.42 $2.36 $235 $2.39 $2.28 $226 $2.23 $2.19
Premium Programming Expense 31723 $173.7 51748 51789 $1728 $172.0 $170.8 $1694
PPV Programming Cost / Sub. $0.91 $0.96 $0.84 $118 8163 $2.13 52.69 $1.3
PPV Programmung Expense $65.1 $71.1 $62.5 $88.)° $1236 $162.1 $2062 $255.8
Insight Communications . IR . .
Avg. Basic Subscribers 1268494 1271838 1277900 1,290,119 1,302,769 : 1315000 1,327,000 1,339,000
Avg. Premium Subscribers 936,267 1,018,470 769,038 754,283 760,326 764,85] 771,329 774272
Premium Programming Cost / Sub, $2.14 $24] $1.97 $1.97 $1.96 $19% $1.95 $1.94
Premium Programming Expense $32.5 $36.7 $30.3 $304 $30.7 £309 $31.1 $31.2
PPV Progrsmming Cost / Sub. $0.46 $0.49 0.6 $0.75 '30.99 $1.41 $2.06 $2.74
PPV Programming Expense $7.0 $7.4 $9.4 $116 - - 51538 $22.2 $128-  S440
Totsl Basic Subscribers - Myjor MSOs 54,012,106 $5912251 56432537 56,049,708 57,071,787 57,424,584 57,775,968 58,126,498
Total Premium Sebscribers - Major MSOs 41,709,324 43,597,927 45,580,261 45949903 45957,615 45855017 45,651,075 45,359,336
Total Digital Subseribers - Major MSOs 2,253,003 5,775,657 11431353 17,007,747 22,099,752 26,409,085 29994797 33,078,145
Total Digital Premium Subscribers 3298863 3,420,051 4,388,886 7242060 10996898 14,734 378 18,174,294 21333858
Avg. Premium Progr. Cost / Sub 52,52 $2.42 229 $2.35 $2.36 $2.36 5236 $238
Avg. Premium Progr. Cost / Prem. Subsription $3.27 $3.10 $2.84 5289 $2.93 $2.96 $2.99 $3.05
Premium Progr. Expense $1,635.5 $1,623.7 $1,5533 51,5949 $1.613.7 §1,6283 $1,639.1 $1,658.4
Avg. PPV Progr. Cost / Sub $0.59 $0.59 $0.67 $0.80 $1.1! $1.48 $1.87 $2.28
PPV Progr. Expense $3813 33931 34541 $540.6 $759.5 $1,0182 51,2970 $1,501.3
Othker Basic Subs {Small MSOs) 14,525,874 13,456,669 13,421,965 13,627,988 13,626,599 13,692,869 13,760,020 13,827,522
Other Preminwm Subs (Small MSOs) 53745714 4709834 4429248 4088397 4,087.980 4,107,861 4,128,006 4,148257
Other Digital Subscribers 1,438011 3,046,902 3238326 3,144,022 2674432 2275029 2033319 1895310
Other Digital Premium Subscribers 1,050,408 1,523,451 1,619,163 1,572,011 1,332,216 1,137,515 1,016,660 947,655
Avg. Premium Programming Cost / Sub. $2.52 $2.42 52,29 £2.35 $236 5236 $2.36 $2.38
Premium Progy. Expense $439.8 $350 R $60.4 $IRI 7 $3853 $388.3 $190 .4 5304 5
Avg. PPV Progr. Cost / Sub $0.59 $0.59 $0.67 $0.80 $1.11 $1.48 $1L.87 5228
PPV Progr. Expense $102.5 $94.6 $108.0 $130.1 $181.3 $242.8 $308.9 $378.5
Total US Basic Subscribers 68,537,980 69,368,920 69854502 70,277,696 70,698,386 71,117,453 71535989 71,954,02)
Total Premium Svbscribers 51,533,169 53,251,263 56,017,558 58852370 62,379,709 65,835,270 68,970,034 71,789,106
Total Digital Subscribers - US 3,691,014 8822559 14.669.678 20,151,768 24,774,184 28,684,084 32,028,116 34,973 455
Total Digital Premium Subscribers 4449272 4,943,502 6,008.049 8314071 12,334,114 15872393 19,190,953 22281513
Avg. Prem. Progr. Cost / Sub $2.52 5242 $2.29 $2.35 $2.36 $2.36 $2.36 $2.38
Premium Progr. Expeme - Total US $2,0753 $2,0145 $1922.7 51,9785 $1,999.0 $2,016.6 52,0294 32,0529
Avg. PPV Progr. Cost / Sub $0.59 $0.59 $0.67 $0.80 $i11 $148 51.87 $228
PPV Progr. Expemse $4339 $487.7 $562.1 $670.7 $9408  S1261.0  $1.6059  $19698

E= Morgan Stanlev Research Estimates
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An Analysis of Premium Television

We have analyzed the subscriber, revenue, and earnings
growth of the three major premium television networks
from 1996 to 2001. We have come to the following con-
clusions, which should help frame our forecast for the in-
dustry over the next five years:

¢ The premium networks have benefited from growth in
digital cable and DBS penetration. In part due to the
marketing strategies employed by cable and satellite opera-
tors, the average premium penetration of a digital video
subscriber is more than twice that of an analog subscriber.
Further fueling premium penetration, premium houscholds
increased at a 6% CAGR from 1996 to 2001,

o Increased premium penetration has resulted in a
gradual shift in media usage from advertising-based
television to non-advertising premium services. Asthe
television landscape becomes more fragmented, we expect
non-advertising-based entertainment to continue to gain
share from advertising-based content.

¢+ We estimate that 60—63% of the current premium
households are digital video subscribers. Once all of the
premium households are converted to digital, we believe the
cable industry will have to identify new strategies 1o in-
crease digital cable penetration. We expect premium sub-
scriptions to increase at a 4-5% CAGR through 2007, based
on our expectation for 9-10% annual growth in digital sub-
scribers. If digital-video penetration plateaus, we would
expect premium subscriptions to stagnate.

¢ The premium networks have built up pricing power
by launching additional multiplexed channels to their
subscriber base. By providing incremental services. the
premium industry has limited price discounting while driv-
ing subscriber penetration. We expect revenue per sub-
scribing household to increase 2-3% per year from 2002 to
2007.

* SVOD is likely to emerge as the next driver for digital
video and premiuvm sabscription growth. We look for

subscription video on demand (SVOD) deployments to be-
gin in eamnest in late 2002. A successful SVOD deployment
should provide the premium networks with new subscriber
additions and incremental revenue per subscription, with
limited incrementai operating costs.
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s We expect HBO to continue to lead the industry, but
believe that the market is clearly big enough for three
competitors. The three major players — HBO, Showtime,
and Starz Encore — have differentiated themselves, and
each has captured a respectable share of the growing pre-
mium market. ;

Over the past decade, the cable operators and the pre-
mium television providers have existed in a symbiotic
relationship. Unlike their adversarial relationship with the
basic cable networks, the cable operators have worked with
the premium networks (HBO, Showtime, and Starz Encore)
t0 erhance ARPU and boost digital video penetration rates.
The premium networks have historically sold their content
to the cable and DBS operators on a wholesale basis, al-
lowing the operator to price the service in a manner that
optimizes premium subscription and revenue growth. From
1998 to 2001, this pricing flexibility allowed the cable op-
erators to bundle premium packages to boost digital cable
penetration. Beginning in 2002, we expect the cable op-
erators and premium networks to expand on their relation-
ship through the deployment of subscription video on de-
mand. For the cable operators, we believe SVOD could be
the key to driving digital video to its current base of basic
analog subscribers. For the premium network, we believe
SVOD could boost both subscriber and pricing growth over
the next three to four years with minimal incremental cost.

From 1996 to 20601, growth in digital video penetration
(digital cable and DBS) enhanced premium subscription
growth. In an effort to increase digital video penetration,
both cable and DBS providers have offered bundled pre-
mium packages that offer increased discounts to subscribers
that take multiple premium services. While the number of
unique premium households (defined as a household that
receives at least one premium service) has remained rela-
tively constant over the past five years, an increase in the
number of premium subscriptions per household caused
premium subscription units 1o increase at a 10% CAGR
from 1996 1o 2001.

Growth in premivm subscriptions has shifted media
usage trends from advertising-based broadeast and ca-
ble networks to non-advertising-based premium televi-
sion. In 1996, the average individual spent 1.7 hours per
week watching premium television, representing 5.5% of
total television usage. By 2001, we estimate that average
premium usage will reach to 2.1 hours per week, represent-

Please see the important disclosures at the end of this report.
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ing 6.3% of television usage. All of the major premium
networks offer multiplexed movie channels that highlight
specific genres of content. Multiplexed offerings increase
customer choice, which we believe has caused the aggregate
ratings of the premium networks to climb._We believe the
logical extension of the multiplexed strategy is subscription
video on demand, in which the consumer has the ability to
view the majority of the content shown on the multiplexed
channels in a given month whenever he or she chooses. We
believe the added convenience of SVOD will continue to
divert television usage from advertising-based to premium
television.

From 2002 to 2007, we expect premium penetration
within digital households to gradually decline, as the
marginal digital subscriber is likely to take fewer pre-
mium services than the early adopters. We estimate that
the vast majority of analog premium subscribers will have
upgraded to digital by the end of 2002. Thus, we believe
that the next wave of digital subscribers, current basic-only
subscribers, are less likely to subscribe to multiple premium
services.

The cable operators are faced with the risk that the rate of
digital additions will quickly deteriorate afier the analog
premium subscriber base is fully converted to digital. In an
effort to boost digital penetration above the premium pene-
tration threshold of 45-50%, we expect the major US cable
operators to begin a major marketing push behind SVOD.
With a stockpile of first-run feature films and non-
advertising-based original programming, the premium net-
works appear to be well positioned to capitalize on the
growth in SVOD. In our opinion, a successful SVOD de-
ployment by the cable industry will benefit the premium
networks by increasing premium take rates within current
digital households. as well as encouraging current analog
subscribers to upgrade to a digital premium package.
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From 2002 to 2007, we expect premium revenuve and
EBITDA to increase at CAGRs of 6-7% and 8-9%, re-
spectively. In 2000 and 2001, the premium networks kept
wholesale pricing relatively stable, which enabled the cable
and satellite operators 1o boost digital video penetratian.
We believe that a critical base of digital subscribers has
been established, and expect the premium networks to pass
through moderate (2-3%) price increases for their digital
premium packages. We believe our pricing assumptions are
relatively conservative, since all of the premium networks
have enhanced the breadth and depth of their digital pack-
ages through multiplexed offerings.

While not currently reflected in our industry forecasts, we
believe SVOD could boost both premium subscription
growth and revenue per subscriber growth by 100-200 basis
points per year through 2007. Combined, these two cle-
ments would enhance the long-term annual revenue growth
rate of the premium television networks from 6-7% to 9-
10%.. Since there should be only minimal incremental costs
to the premium networks associsted with SVOD, we expect
additional revenue growth to have a magnified impact on
earnings growth.

We believe the competitive strategies employed by HBO,
Showtime, and Starz Encore position all three networks to
maintain their respective shares of the growing premium
television industry. Each network has differentiated itself
from its competitors — Starz Encore through its value
proposition, HBO through its brand equity and differenti-
ated original programming, and Showtime through its
demographic focus. Since the networks are not close sub-
stitutes for one another, consumers have been more inclined
to subscribe to multiple premium services than switch back
and forth among the three services. In our view, high barri-
ers to entrv — a product of each network’s strong brand
awareness and control over premium content and onginal
programming — make it extremely unlikely for a new com-
petitor to emerge within the premium network industry.

Please see the important disciosures st the end of this report.
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Premium Revenue & Operator Programming Cost
Analysis

Exhibit 51 compares our premium network revenue
forecast with our cable television industry revenue and
programming cost projections. We expect gross margins
on video 1o decline from 67-68% in 2001 to 64—65% in
2006, reflecting 8-9% annual video revenue growth offset
by 10-11% annual growth in programming expenses. As
outlined in the exhibit, we expect escalating margins on
digital/premium revenue (from 54% in 2001 to 58% in
2006) to be offset by decline margins on basic programming
(71% in 2001 to 68% in 2006). Incremental revenue and
digital penetration stemming from SVOD would likely en-
hance aggregate video gross profits gbove our current pro-
jections. -

Based on our forecasts for the top eight cable operators, we
expect cable video revenue to increase at an 8-9% CAGR
from 2001 to 2006, fueled by a 29-30% increase in digital
revenue. Our premium revenue forecast of 1-2% CAGR
growth is a bit misleading — many cable operators offer
bundied digital packages that include premium services.

Typically, the entire revenue is reported as digital revenue.

. To avoid this allocation issue, we believe it is more useful
10 analyze premium and digital revenue on a combined ba-
sis. Accordingly, we expect digital/premium revenue 1o
increase at a 14-15% CAGR through 2006.

Based on our premium-channel revenue forecasts outlined
in this report, we expect the cable industry’s share of pre-
miumn programiming costs to increase at an 8-9% CAGR
through 2006. Combined with approximately $2.00 per
subscriber/month in digital basic programming expenses,
we expect aggregate premium/digital programming ex-
penses to increase at a 12-13% CAGR through 2006. Cur-
rently, many start-up digital networks do not receive affili-
ate fees from cable operators. -As their distribution base -
expands and the quality of their content improves, we ex-
pect moderate growth in non-premium digital channel af-
filiate fees. Combined with basic programming costs (ex-
pected to increase at 8 7-8% CAGR) and PPV costs (as-
sumed at 55% of PPV revenue), we expect aggregate video
programming expenses to increase at 10-11% CAGR.

Exhibit §1
Cable Operator Revenuse/ Programming Cost Projections
Pro Forma

1999 2000 2001 2002E 2003E 2004E 2005E 2006E

Basic Revenue 19,890 21,305 22.405 23610 24924 26,325 27,803 29363

Premium Revenue 3,105 3,182 2,949 3.036 3,010 1,096 3,115 3,151

Digital Revenue 326 834 1,713 2614 1,542 4,432 5270 6.086

Total Subscriber Video Rev. 23320 25,292 27,067 29.2¢60 31,536 33,853 36,188 38.600

PPV Revenue 719.8 691.1 B25.6 983.0 13794 1,847.3 2,358.2 2.893.2

Total Video Revenue 524,040 325983 $27,893 $30243 $32.915 535,700 $38 540 341493
Change % 8.1% T4% B.4% B.8% 8.5% 8.0% T.6%

- = Basic Programming Expenses 5,011 5,743 6414 7.05% 7,682 8,233 8,819 9,443
% of Basic Revenue 25.7% 27.0% 28.6% 29.9% 30.8% L% 3T 32.2%

Premium Expenses 1.635 1.624 1,553 1.595 1.614 1.628 1.639 1.658

Dignal Premium Programmmg Expense- o (KN 150 40, 02} Bas 1008 1172

Digital Basic Programming Expenses © 38 117 263 517 616 6bb 784 1,004

Total Premium/Digital Expenses 1,740 1,876 2,166 2,574 2,851 3,129 3432 3,838
% of Premium/Drigital Revenue 50.7% 47.0% 46.5% 45.6% 43.1% 41.6% 40.9% 41.5%

Total Subscriber Video Expense 6,852 7,619 B.580 9.629 10,533 11,362 12,252 13.278

PPV 381 393 454 M) 759 1018 1,297 1,591
% of PPV Revemye 53% 57% 55% 55% 55% 35% 55% 55%

Total Programming Expense $71233 38,012 59,034 $10,170 $11.292 £12,380 513,549 514,369

% of Revenue 30.1% 30.8% 32.4% 33.6% 34.3% % 35.1% 35.8%

Gross Margin %

Basic 4% 3% N% T % 9% 68% 68%
Premium/Digital 4% 5% 54% 549, §T% 58% 5% 58%
PPV 47% 43% 43% 45% 43% 45% 45% 45%
Total Video Programming 0% 9% 68% 06%: 66% 65% 65% 64%

Source: Morgan Sianlev Research Estimaies
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Page 63

Premium Usage Trends

The average time spent watching premium television
(non-advertising based pay television networks) has
been on the rise. In 1996, the average individual watched
1.7 hours of premium television per week. By 2001, we
average usage increased to an estimated 2.1 hours per week,
reflecting a 20% increase. Based on our estimate that pre-
mium-channel subscribers represent 38% of US houscholds
(40% of television households), we estimate that the aver-
age premium subscriber watched 5.6 hours of premium
television per week in 2001, or approximately two movies
per week (2.1/38% = 5.6 hours). We believe the increase in
premium usage over the past five years has been driven by
growth in premium penetration, coupled with a moderate
increase in usage per premium subscriber.

We expect average household premium usage per US
household to reach 2.3 hours per week by 2003. Growth in
digital cabie and DBS satellite penetration should boost

premium channel penetration from 44% of television
households in 2001 to 48% by 2003. Our usage forecast is
based on the assumption that usage per subscribing house-
hold remains steady at 5.6 hours per week.

While not currently in our forecasts, we believe the com-
mercial rollout of subscription VOD services could increase
premium-channe] usage an additional 10-15% over the next
three years, We believe that an interactive offering can en-
hance usage patterns in two ways:

* On-demand applications should increase digital-video
and premium penetration levels by encouraging basic sub-
scribers to upgrade and limiting churn among current pre-
mium subscribers.

® The increased choice and case of use afforded by the full
VCR functionality of SVOD should increase usage patterns
of current subscribers.

Exhibit 52
Television Usage Trends - 1996-2005E

»5-"00 L
Hours por Wosk of Usage 199 1997 1998 199 2008 WHE WE 2000 10ME 2005E CAGR CAGR
Brosdeant TV 189 17.8 170 16.7 P74 178 1.5 16.1 158 15.% (2.1%} 2.3%)
Cable TV 93 §0.0 109 119 124 128 133 137 4.0 143 T3% 25%
Premium Channels 17 19 19 20 10 20 22 23 23 2.4 40% 4.0%
Home Video/BVD 1.0 1.0 1.} 1.1 11 1.1 1.2 1.2 1.1 1.3 1.8% 1.6%
Total Television E1E] 30.7 08 316 329 318 332 N3 334 ns 1.5% 0.4%
Total Modia Usage 66.3 659 6.7 678 [ X 689 9.5 9.8 102 0.4 0.9% 0.6%

Change (bps)

Susre of Tots] Television Usage -0 -
Bromdeast TV 61.1% 57.8% 35.00% S2.8% 53.0% 51.5% 9.6% 484% A1.2% 46.2% (831} 33
Cable TV 30.1% 2.5% 382% 31.6% AT.6% 3t 40.2% 41.2% 420% 2.7 ™1 w1
Premium Channels L5% 63% 6.3% 6.3% 6.1% 6.2% 6. 68% 1% 1% 16 23
Home Video/DVD 3% 13% 4% A% 14% Ja% 3.5% 6% k¥ 1% 4 46
Advertising-based 91.1% 90.4% 90.3% 20 .4% S0.5% 90.4% 39.8% £9.5% 89.2% 29.0% (60) {140)
‘Nom-advertising based B9% 94% 9% 9.6% 9.5% 9.6% 10.2% 10.5% 10.8% 11.0% 60 140

E=- Morvan Stanler Research Extimate:
Source: Veronis Subler
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Premium Subscriber Analysis

We expect premium subscriptions to increase at & 4.5—
5.0% CAGR from 2002 10 2007. Over the past five years,
premium take-rates have been considerably tugher on digi-
tal cable and DBS than on analog cable. As a result, the
migration to digital video has helped fuel 9-10% annual
growth in premium subscnptions over the past five years.
We believe that some of this growth is attributed to price
promotions by cable and DBS operators designed to fuel
digital video penetration. While the premium networks
often coordinate marketing efforts with the cable and satel-
lite providers, premium price discounting is equivalent to an
incremental marketing expense for operators. The discount
is booked as a reduction of revenue rather than an expense,
but the impact on EBITDA is identical. The wholesale
revenue received by the premium networks does not vary
with the operators’ pricing decisions,

Premium take-rates have been higher on
digital cable and DBS than on analog-ca-.
ble. . . the migration'to digital video has- -
fuéled'9-10% annual growth'ifi fréihium

TLAITREL L

subscriptions over the past five years.. ..

We expect premium penetration rates of digital video
households to pradually decline as new digital video sub-
scribers are likely to take Jess premium services than the
carly adopters. As a result, we expect premiurmn subscrip-
tions 10 increase at about half the 9-10% projected CAGR
in digital video penetration from 2002 to 2007.

We expect subscription VOD services to be the next
driver of premium subscriber growth over the next five
vears. Most of the major cable MSOs are testing SVOD
services, in an effort to boost subscriptions, reduce chumn.
and enhance the revenue growth of their digital video prod-
uct, We believe a successful SVOD rollout wili likely en-
courage both basic and digital customers to upgrade to pre-
mium services that maximize the velue of SVOD’s capa-
bilities.

1996-2001 Review: The Evolution of Premium TV

At the end of 2001, we estimate that there were approxi-
mately 101-102 million aggregate premium subscription
units. We estimate that each premium subscriber takes ap-
proximately 2.2 premium services, equating to approxi-
mately 45—47 million unique premium subscribers, repre-
senting 55-56% multichannel penetration. In our calcula-
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tion of unique premium subscribers, we account for pre-
mium subscribers that receive multiple services from a cer-
tain provider (i.c., a subscriber that receives both HBO and
Cinemax from AOL Time Warner) and subscribers that
receive multiple services from competitive providers (i.e., a
subscriber that receives HBO and Starz). In our analysis, a
premium subscriber that receives three premium services
would be counted as onc unique premium subscriber and
three subscnpnon units.

1n 2001, we estimate thnt the unigue premium-subscriber
universe is currently comprised of 1617 million. DBS
households (92% penetration), 1314 million digital cable
households (89% penetration), and 1 718 million analog
cable houscholds (34% penetration). Based on these as- -
sumptions, we estimate thet digitei video (cable and DBS)
already accounts for 60-65% of premium houscholds. This
makes intuitive sense if we consider that digital video com-
prises 38—-39% of the multichannel universe and that virtu-
ally all of the early digitat aopters were already premium
subscribers.

More favorable premium subscription trends on digital
cable and DBS has enhanced premiom-subscription -
growth. From 1996 to 2001, higher premium take-rates on
digital sysiems caused premium subscriptions to increase at
a 10-11% CAGR, about twice the 5-6% growth rute expe-
rienced in premium households. In 1996, we estimate tha
there were approximately 63—64 million aggregate sub-
scription units, spread across 34—35 million households,
equating to 1.8 services per premium subscriber. By 2001.
the number of premium services per premium subscriber
Jjumped to 2.2, reflecting an influx of digital cable and DBS
subscribers that receive an average of 2.6-2.7 premium
services.

We believe the increase in premium take-rates on digital
reflects the impact of bundled premium packages, in which
subscribers are marketed multiple premium services on
digital for a modest incremental fee over their current pre-
mium bill on analog. We believe the bundled premium of-
fering has both boosted digital penetrations as well as en-
couraged new digital households to subscribe to multiple
premium services to get the most value from the digital plat-
form.

We estimate that about 90% of DBS and digital-cable
subscribers receive at Jeast one premium service. We
estimate that the average digital video premium subscriber
received 3.0 services in 1996, declining to 2.6-2.7 services

Please see the important disclosures at the end of this report.
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by 2001. We estimate that in 2001 DBS and digital cable
households currently account for 43% and 34% of apgregate
premium subscriptions, respectively.

The migration to digital video has caused a» gradual de-
cline in the premivm usage trends of anaiog cable
households. In 1996, we estimate that there were 51-52
million analog premium subscriptions (80-81% of aggre-
gate subscriptions), spread across 30-31 premium analog
households. By 2001, we estimate that the number of ana-
log premium subscriptions declined to 22-23 million, across
17-18 miillion houscholds. Reflecting the migration of
heavy-premium users to digital, we estimate that the num-
ber of subscriptions per premium subscriber on analog de-
clined from 1.7 in 1996 to 1.3 in 2001. .

. R
Over the next five years, we expect the favorabie impact of
digital video penetration on premium take-rates to gradually
subside. We look for subscription video on demand
(SVOD) to emerge as the next driver of premium subscrip-
tion growth, the impact of which could be felt as early as
the second half of 2002.

2002--2007 Preview: Anticipating the impact of SVOD,
From 2002 to 2007, growth in digital video penetration
should continue to boost premium subscription levels. We
expect dipital video penetration (DBS and cable) 10 increase
from 32.2 million in 2001 (38-39% multichannel penetra-
tion) to 3940 million in 2002 (45—46%). From 2002 10
2007, we expect digital video penetration to increase ata 9
10% CAGR. to 62-63 million households by 2007.

Reflecting a decline in premium pene-
tration of new digital additions, the long-
term growth rate of premium subscrip-
tions should be about half that of digital-
video growth.

While more favorable take-rates on digital should enhance
premium penetration, we expect new digital additions to
take fewer premium services than current digital subscrib-
ers. By 2003, the vast majority of analog premium sub-
scribers will likely have already migrated to digital cable or
DBS. We expect premium penetration of digital houssholds
to remain flat at 90-95% in 2002-2007. However, reflect-
ing the conversion of non-premium subscribers, we expect
that the subscription units per digital household will drop
from about 2.7 in 2001 to 2.5 in 2007.
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Exhibit 53
Premium Subscriber Forecast

[ Digital Cable MDBS D Anslog Cabie ,

Exhibit 53 demonstrates our expectations for a gradual mi-
gration of premium subscribers from analog chble to digital
cable and DBS. By 2007, we expect nearly all premium
subscribers 10 be on Higltal or DBS platforms. We antici-
pate that many operators will begin to onily offer premium
services as part of & digital package, with only basic serv-
ices available on analog.

While we expect premium subscription growth to be about
half the rate of digital video growth from 2002 to 2007, our
forecasts do not reflect the impact of SVOD on premium
take-rates. According to Multichannel News, “internal
Comcast surveys show that although 35% of digita! sub-
scribers were interested in VOD, 40% of analog subscribers
expressed an interest in digital once VOD was included
(Multichannel News, March 11, 2002).” While some of the
analog customers that upgrade to digital may only opt for
free VOD services with on-demand basic programming
from the likes of Discovery Communications, A&E, and
Nickelodeon. we expect a significant percentage to upgrade
to a premium digital package to gain access to on-demand
premium content.

SVOD strategies vary by premium network.

Starz Encore intends to offer Starz in Demand, in which
approximately 100~120 of its feature films, including cur-
rent releases and older classics should be available each
month for on-demand usage with full VCR functionality,
Both HBO and Showtime have focused more on providing
originel programming series, such as the Sopranos and
Queer as Folk available on SVOD, along with a limited
selection of feature films. We believe Showtime and
HBO’s emphasis on original programming reflects both
networks’ refuctance to cannibalize DVD sell-through and

Please see the important disciosures at the end of this report.
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video rental revenue generated within theit sister film stu-
dios Warner Brothers and Paramount. Since Starz Encore is
independent of any film studio, the network does not have
the same hesitation in taking share from other distribution
windows.

SVOD deployment timeline. By the end of 2002, we ex-
pect the domestic SVOD-enabled subscriber base to reach
approximately 2.1 million digital subscribers, representing
10.8% of the digital cable footprint. By 2006, we expect
almost all digital subscribers to be VOD enabled, with the
VOD-enabled base reaching 34-35 million.

The pricing for on-demand premiwm service has vet to
be determined. We expect the cable operators to offer
SVOD premium services for an incremental fee of $3-5 per
month over its current premium rates. We expect this fee 1o
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allow for SVOD capabilities across all of the premium
services a subscriber receives. Since many subscribers re-
ceive multiple premium services, the cable operator is faced
with the dilemma of how to split the incremental SVOD fee
with the multiple premium providers. If each premium
service commands an additiona! $1.00 in wholesale revenue
for SVOD, the operator’s incremental gross margin on
SVOD should erode as additional premium services are
added. We believe, however, that this may be acceptable
for the cable operators, sinoe consumer acceptance of
SVOD will likely reduce churn and increase premivm
penetration. From the cable operator’s perspective, the Jost
margin on SVOD is not likely to outweigh the incremental
margin generated from subscribers that take more than one
multiplexed premium service. (Te get’ SVOD Starz Encore
or HBO, we expect the operator will require 2 subscriber to
also pay for the currenit multiplexed premium offering.) -

Please see the important disclosures at the end of this report.
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Exhibit 54
Cable Operator S-VOD Foracast
In Thousands
Pro +orma Pro Forma
2000 2001 2002E 2003E 2004E 2005E 2006E
Digital Homes Passed ) R i . S ..
Adelphia 8.758 9.549 9,692 9,838 9,985 10,135 10,287
ATAT (1) 21,794 23,337 24922 25,296 25,676 26,061 26.452
Cablevision [} 550 4420 4486 4,553 4,622 4,69]
Charner Communications 8.793 10.638 11,249 11437 11,628 11,822 12,015
Comeas 11,162 13,596 13564 14,072 14,283 14,497 14715
Cox Communications 7397 9,258 9424 9,565 9.709 9,854 10,002
Insight Comumunications 777 1,144 2,170 1202 2,235 2,269 2,303
AOL Time Watner 1289 18,266 18,540 18,818 19,100 19,387 19.678
Other 7.005 7.500 7.500 7.500 7,500 7.500 7.500
Total 78,515 93,839 101,781 103,214 104,669 106,146 107,646
Top 8 as % of Total 2°0% 2% 3% 3% 93% 23% 23%.
Digital Video Subscribers
Adeiphia 723 1,503 2,159 2, 3267 3597 3,800
AT&T (1) 2430 3475 4477 58 5879 6454 6,953
Cablevision 0 17 145 466 700 948 1,243
Charter Communications 1,178 2,145 2,780 3,308 ki r3| 4127 4,549
Comcast 1,216 1,869 2,398 2839 31239 3570 3852
Cox Communications 842 1,386 2009 2,535 3010 3427 3.798
Insight Communications 152 258 kY] 494 642 796 900
AOL Time Wamer 1,564 2,976 4,254 5441 6,263 6,930 7495
{nher 718 1.041 1,561 1,707 1.962 2,179 234
Total §.823 14,670 20,152 24,774 28,684 32,028 34973
Top & as % of Total 2% $3% 92% 23% $3%, 93% 3%,
S-VOD Subscribers
Adelphia 0 80 110 L110 1.960 2380 3810
ATET (1) 0 0 350 1,560 3,530 5810 6.950
Cablevision 0 20 140 470 7006 950 1,240
Charter Communications 0 50 480 1,650 2,980 4,130 4550
Comcast 0 0 430 2,130 2,920 3570 3850
Cox Communications 0 0 1.520 2410 340 3,800
Insight Communications 0 Q 40 490 640 800 900
AOL Time Wamei u 150 810 1200 5010 6,930 7490
Other 0 0 4] 170 590 1,090 1.660
Total 0 300 2,160 12,360 20,740 29.590 34250
S$-VOD Penetration of Digital Subs
Adelphia 0.0% 5.0% 5.00% 40.0% 60.0% 80.0% 100.0%
AT&T (1) 0.0% 0.0% T.T% 30.0% 60.0% 90.0% 100.0%
Cablevision 0.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Charter Communications 0.0% 2.5% 17.3% 50.0% 80.0% 100.0% 100.0%
Comcast 0.0% 0.0% 18.0% 75.0% 90.0% 100.0% 100.0%
Cox Communications 0.0% 0.0% 0.0% 60.0% BO.0% 100.0% 100.0%
Insight Communications 0.0% 0.0% 10.0% 100.0% 100.0% 100.0% 100.0%
AQL Time Wamner 0.0% 5.0% 14.3% 60.0% 80.0% 100.0% 100.0%
Orher 0.0% 0.0% 0.0% 10.0% 30.0% 50.0% 70.0%
Total 0.0% 20% 10.7% 49.9% T2.3% 92.4% 97.9%

E= Morgan Sianlev Research Estimotes
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Exhibit 55
Premium Subscriber Analysis
Subscriber Analysis
fin million} 1996 1997 1998 199 2000 2000 2002E 2003E 2004E 2003E  2006E  2007E
Home Box Office
HBC 22.4 29 241 24.7 263 278 29.3 309 322 334 .5 350
Cinermax 10.0 10.0 10.5 1.0 10.7 10.8 11.4 118 122 125 12.7 12.9
Toual Subscribers 324 329 M6 337 370 38 40.7 2.7 44 459 472 179
% Change 1.6% 5.1% iM% 3.6% 4.1% 5.6% 49% 4.0% 3% 2.9% 1.5%
Aggregate Subscription Uimits 324 329 4.6 357 370 385 40.7 427 444 459 4712 419
Est. Channels per HH 14 1.4 14 14 14 1.3 13 13 13 1.3 1.3 1.3
Total Subscribing Households 234 239 5.2 , 158 273 288 305 iz 334 4.7 kLR 363
% Basic Penetration 13.9% 35.6% 35.3% 3.3% 3M.7% 56% %  374% EI% LM% 8%
Slw'ﬂ#m - —_ _— - - ‘T_._‘_._ FR —_— —
Showtime 123 13.9 149 174 21.2 235 252 264 272 279 284 28.7
The Movie Channel 20 25 29 s 4.2 47 50 53 54 56 5% 57
FLIX 1.6 1.5 2.0 2.3 2.5 3.t 34 1.4 36 -3.1 A8 38
Apgrepane Subscribers 159 8.2 197 232 282 33 16 352 363 311 378 383
% Change 14.5% 8.2% 17.8% 21.6% 11.0% 1.5% 4.6% 3.2% 3% 1L8% 1.1%
Aggregate Subscription Units 159 18.2 197 3.2 282 313 336 352 363 3T 318 383
Est. Channels per HH 13 13 1.3 1.3 1.3 1.3 13 13 13 1.3 1.3 1.3
Total Subseribing Households 12.3 13.9 149 174 212 s 252 264 212 214 284 287
% Muttichannel Penetration 198%  21.1% 238% 265% 283  M4A% 30.0% 30.4% 306%  308% 0™
Starz Encore Groap
Starz 49 6.7 &8 10.2 1.5 130 144 i58 169 179 189 19.7
Encore 10.2 10.4 12.7 13.7 163 18.2 19.9 1.5 22.9 24.2 254 26.5
Total Subscriber Basc 15.1 17.1 215 24.0 279 31.2 343 373 e 421 44.3 46.2
Growth % 133 25.6% 11.8% 16.2% 12.1% 2.1% 8. 7% 6.9% 58% 5.1% 4.4%
Aggregate Subscription Units 15.1 17.1 15 240 279 at.2 343 313 398 42.1 443 46.2
Siarz Encore services per sub 1.5 1.6 1.3 1.7 1.7 1.7 1) 1.1 i.7 12 1.7 1.7
Total Subscribing Households 10.2 10.4 127 13.7 163 18.2 19.9 215 29 242 254 265
% Basic Penetration 14.7% 14.8% 17.9% 18.8% 20.5% 21.9% 23.2% 24.5% 25.6% 26.6% 27.5% 28.4%
Premium Subscriber Umits
Showtime 12.3 139 149 17.4 212 238 252 6.4 2 279 28.4 287
TMC/FLIX LX) 43 45 58 kA 78 84 8.8 9.1 923 9.5 2.6
HBO 22.4 229 24.1 247 263 278 293 309 22 314 345 350
Cinemax B0L0 10.0 10.5 11.0 107 10.8 114 t18 122 12.5 127 129
Starz 49 6.7 88 10.2 11.5 13.0 14.4 158 169 1.9 189 19.7
Encore 10.2 10.4 12.7 13.7 16.3 18.2 19.9 21.5 ny 24.2 254 26.5
Agpregaie Subscription Units 634 68.2 758 829 93.1 101.1 108.6 1652 120.5 125.2 129.3 1323
% Chanpe 1.6% 1.1% 9.4% 12.3% 8.6% 7.5% 6.0% 4.T% 1.8% 33% 24%
Aggregate Unique Subscribers '
Showtime TMCFLI 12.% 151 14.¢ 17.4 212 2re e 264 7. 27°c R4 287
HBO/Cinermax 23.4 219 252 258 273 288 30.5 32 334 4.7 358 363
Starz/Encore 10.2 104 12.7 3.7 16.3 18.2 199 1.5 29 .2 254 265
Dupilicaied Households 11.2) (12.2) (13.8) {15.6) {20.6) (24.0) Q2% {29.9) 32.5) 133.8) (35.0) 35.9)
Apgrepate Unique Subscribers® 36 36.0 389 41 .4 44,2 46.5 485 56.0 515 529 54.6 55.6
Services' Premium Subscriber 1.83 1.89 195 2030 11 217 124 .30 24 2 b2 b 2.38
Muhichanne] Peneirmion 50% 51% 53% 5% 5% 36% 1% 5% 8% 58% 59% 59%
TV Penetration 40% 41% 44% 45% 46% T 4% 48% 48% 49% 49% 3%
HH Penetration 8% 3% 42% 43% 43% 44% 45% 45% 46% 46% 4T% 4T%

* Defimed as o household thor takes at least ore premium service.

E= Morgan Staniev Research Estimates
Source: Company Data, Morgan Sianley Research
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Exhibit 56
Premium Subscriber Analysis {continued)

industry Summary 1996 1997 1998 1999 2000 2001 2002E 2003E 2004E 2065E 2006E  200TE
Total Households %06 92.6 929 963 1801.7 104.7 108.0 110.7 1128 146 1163 t117.8
Tota] Television Households 864 85.0 883 91.5 96.6 995 1026 1052 1072 108.9 1105 1120
Total Mutti-channel Households 68.9 70.4 70.6 7.2 197 g1 853 878 9.5 90.9 923 93.5
Digita] Cable Househokds - . 1.5 49 LY 147 196 241 279 3.1 - M 368
DBS Households 4z 63 &7 1.5 14.8 175 19.7 24 - 226 237 246 253
Total Digital Video HH 42 6.3 102 16.4 236 322 39.3 455 50.6 S48 8.6 62.1
% Mukichannel Penetration 6.1% 9% 144%  224% 296% 3B.T%  458%  S18%  565%  60.3%  635%  665%
Mukichannel Households 68.9 70.4 706 732 79.7 83.1 8.7 8138 5.5 90.9 92.3 9.5
Premium Penetration 92% 97%  10M™%  113%  1IT% 12T IZME CTINM T 135% 0 13B% WD TTa
Toul Premium Subscriptions 63.4 68.2 758 829 931 101 1086 1182 1205 1252 1293 132.3
Subscriptions / Premium Household 1.83 1.89 195 200 2.1 1237 224 230 234 237 237 238
Toua) Premium Households 346 36.0 89 4.4 42 4SS esSs-  soo S18 829 Me 556
% Multichannel Penetration 0% 51% 55% % 5% S . 5T% . ST 58% 58% 9% 59%
DBS Subscribers 42 63 8.7 11.5 148 - 178 »y 74 s B B T X 253
Premium Penetration 283%  28%%  IT%  2T2%  259% - IS1%  244% 2M% 1M% 231% 29% 2T%
DEBS Premium Subscriptions 120 17.9 M3 33 38.2 439 - 480 SID 3.1 4.7 562 574
% of Total Premium Subs 19% 26% 2% 38% 41% 3% % % =y “% - a% 3%
Subscriptions / Premium Household 3.00 100 294 287 2™ m 2466 262 260 259 .2.57 256
Premium Households A0 60 23 10.9 1317 363 78R 195 ° 204 7 2 ne s
% DBS Peneration 95% 95% 05% 95% 3% 2% or%. . %1% 0% . 8% . 89%
Digital Cable Subscribers . ST - SR 88 4.7 196 24 279 s M1 368
Premium Penetration % 0%  300%  258%  247%  237% - 218%  210%  205%  202% . i98%  193%
Digital Cable Premium Subscriprions . . 45 12.7 217 347 427 - 06 513 63.0 674 0.8
% of Total Premium Subs ) 0% % % 15% 23% Y% 9% % 48% 50% 2% 54%
Subseriptions / Premium Household 3.00 3.00 3.00 27 2.69 266 2.66 2.68 2.64 260 249 2.44
Premium Houscholds - - 14 46 81 13.0 160 189 217 %43 no 29.
9% Digita) Cable Penetration 100% 93% 2% 8% % % % % 9% %
Analop Cabie Subscribers 64.7 64.1 60.4 56.8 $6.1 50.9 464 423 189 36.1 337 313
Premium Penetration % 8% 5% 69% 9% “% 38% 32% 26% 21% 1% 13%
Analog Premium Subscriptions S1.4 50.3 470 389 332 224 17.9 13.5 101 758 57 4.1
% of Total Premium Subscriptions B1% 4% 62% % 6% 22% 16% 12% 8% % “~% k"
Subscriptions / Premium Household 1.68 1.67 1.61 1.50 1.48 1.29 1.24 1.16 V.08 1.00 1.00 1.00
Premium Households 106 0.1 29.2 259 225 174 14.4 117 9.4 15 57 4
% Analog Cable Penetration % aT% 48% 5% 40% % % 28% 24% 1% 17% 13%
Total Cable Subscribers 4.7 o4.1 61.9 61.7 649 &5.6 66.0 66.4 669 67.3 .7 68.1
Premium Penctration 9% 8% 8% 84% 85% 8% 2% 7% 101% 105% 108% 1108
Cabie Pretium Subscriptions 514 50.3 515 LI 549 571 60.6 642 61.5 70.5 74 48
Subscriptions / Premium Household 1.68 1.67 1.68 1.69 1.80 1.88 1.99 2.10 217 222 223 226
Presmum Household: ne 30 n”- in= an = 04 04 0.6 k2 I n-o iR 332
Premnium Subscription Breakdown

9% Digital (DBS & Digital Cable) 1% 26% 38% 53% 64% 8% % 88% 92% 94% 96% 9%
% Analog 81% 4% 2% 4% 3% 22% 16% 12% % % 4% %

E = Morgan Staniey Research Estimates
Source: Company Data, Morgan Stanley Research
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Operating Forecast & Competitive Analysis

We expect the premium networks to grow revenues 6.5
7.0% annually from 2002 to 2007. From the cable and
DBS operators’ perspective, this translates mto 6.5-7.0%
annual growth in premium programming costs. Our fore-
cast assumes 4% annual growth in subseription units, cou-
pled with 2.5% growth in revenue (programming costs for
the operators) per subscription unit. Reflecting an increase
in the number of premium services per houschold, we ex-
pect premium revenue (programming costs) per unique
premium subscriber to increase 3—4% per year through
2007.

We beiieve long-term revenue growth could be further en-
hanced by the commercial deployment of subscription video
on demand services. The addition of SVOD would likely
ncrease revenue per subscriber growth by 200 basis points,
which would boost annual premium channel revenue
growth to approximately 8-9%.

Fixed-cost leverage should allow ail three premium movie
providers to increase EBITDA margins an average of 50—60
basis points per year from 2002 to 2607, supporting 8-9%
annual EBITDA growth. While we expect programming
COSts to increase in line with revenues, we expect all three
providers to exert fixed-cost leverage over marketing and
SG& A costs. We believe the majority of the additional
revenue growth afforded by SVOD services should all fall
to the bottom line.

Revenue analysis. From 1996 to 2001, premium service
revenues increased at a 10-11% CAGR, in line with pre-
mium subscription growth. To date, the premium movie
services have sacrificed pricing power in an effort to grow
their subscriber bases. This strategy makes sense to us,
given the heightened fixed cost leverage within the industry.
The primary operating cosis within the industry — pro-
gramming and SG&A — do not vary significantly with sub-
scriber levels.

From 2002 to 2007, we expect premiuom industry reve-
nue growth of 6.5-7.0%, roughly 200 basis points above
subscriber growth. We expect Starz Encore to lead the
group in terms of subscriber growth, since its low-cost mul-
tiplex offering is best positioned to capture a greater share
of the incremental digital video subscribers. HBO, which
has the largest subscriber base, should be able to exert the
highest pricing power in the industry.

Broadband Cable Television — April 5, 2002

As illustrated in Exhibit 57, we expect revenue per sub-
scription unit 1o remain relatively constant through 2007,
while we expect revenue per unique subscriber to increase
ata 2.5-3.0% CAGR. The discrepancy reflects an increase
in subscribers taking digital packages that include multiple
premium channels from each provider. ‘In 2000 and 2001,
both revenue per subscription unit and subscriber remained
relatively constant. We believe this reflects the premium
networks’ decision 1o hold monthly whoiesale fees stable 10
better enable the operators 0 boost digital video penetration
through bundled discounting. Now that a critical base of
digital subscribers has been established, we expect the pre-
mium- networks to pass through moderate (2-3%) annusl
price increases in their digital packages. We believe our
pricing assumptions are relatively conservative, since all of
the premium networks have enhanced the breadth and depth
of their digital packages.

Exhibit 57
Premium Revenue Analysis

[ BMo. Rev/Sub. Unit I Mo. Reviinique Subscriber |

Sowurce. Morgan Sionley Research

We have not reflected incremental revenue from subscrip-
uon VOD services in our revenue forecast. We believe
5VOD could increase annual revenue growth an additional
150 basis points to 8-9%. We estimate that the premium-
service provider would garner 50% of the incremnental retail
revenue charged for SVOD, with the remainder captured by
the cable operator.

Operating cost analysis. We estimate that programming
costs, including acquired film rights and original program-
ming, represent approximately 44—46% of total premium
network revenue. We expect this ratio to remain relatively
constant through 2007, based on our assumption that film
acquisition costs increase 6-8% per year. Assuming that
film acquisition costs increase in step with revenue growth,
the primary source of operating leverage we see for the

Please see the important disclosures at the end of this report.
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premium providers is in spreading SG&A costs across a
greater revenue base. In addition, subscription VOD serv-
ices should enhance profitability by providing incremental
revenue without affecting film acquisition costs. (The ma-
jority of the premium providers have signed long-term out-
put deals with studios that allow for SVOD distribution.)

We estimate that the premium movie networks spend ap-
proximately $4—6 million per first-run feature film. In gen-
eral, these costs are capitalized and amortized over a three-
year period, with 70% of the costs expensed in the first year
upon delivery of the film by the studio, 20% in the second
year, and 10% in the third year.

Competitive analysis of premium television networks.
In our view, a comparison of the three premium television
networks could be a case study in Michael Porter’s Com--
petitive Strategies. Differentiation — through price, qual-
ity, or demographic focus — has allowed each of the net-
works to grow its respective distribution base while en-
hancing operating profitability.

Exhibit 58
Premium Network Subscriber Forecast

1997
998
9
000

2001

2002E
00E |
-
200SE
2006E
2007E
OORE.

Saurce: Morgan Stanlev Research

HBO: The differentiated industry leader. In our view,
HBO, the first premium movie service {introduced in 1972),
has continued to reinvent itself to be the “premium” pre-
mium entertainment provider. We believe the company’s
ability to differentiate itself from both other premium pro-
viders and broadcast and cable networks has afforded HBO
a more inclastic demand curve than its competitors,

Over the past few years, HBO has transformed itself from a

premium movie and sports entertainment provider to more
of an outlet for original programming not available on

Broadband Cable Television — April 5, 2002

broadcast television. Since 1999, HBO has introduced Sex
in the City, The Sopranos, Band of Brothers, and most re-
cently, Six Feer Under. This strategy has paid off, as HBO
has pushed its unique subscriber base up to 28 million in
2001 from 25 million in 1999.

While HBO's operating margins arc below that of Starz
Encore, the company’s higher price point has lead to an
expansion in EBITDA margins from approximately 24% in
1999 10 30% in 2001. Furthermore, HBO's value is en-
hanced through its ability to pass profits on to the Wamer
Brothers’ filmed entertainment division through long-term
film-output deals. We believe there are inherent advamages
in keeping the control of content in-house. HBO is puaran-
teed » constant flow of content without the pressure of con-
tract renegotiations. In addition, HBO can coordinate its
marketing efforts with Time Wamer Czble and bas in-
creased controf over the availability of its content on' SVOD
services. ' In many markets, AOL Time Wamer captures
100% of retail revenue frem a premium subscriber through
the combination of Warner Brothers filmed entertainment,
HBO, and Time Wamer Cable.

Starz Encore: The cost leader. Starz markets itself as the
highest-value premium movie service targeted to the digital-
video market. The company holds a tight reign on its oper-
ating costs through headcount of only 500-600 employees
(compared to 1,500-1,600 at HBO) and minimal marketing
spending. As a result, Starz Encore boasts the highest
EBITDA margins in the industry, at 36% in 2001, compared
te 30% at HBO and 20% at Showtime. Reflective of its
lean operating cost structure, Starz has demonstrated tre-
mendous fixed-cost leverage over the past five years,
growing EBITDA from a $75 million deficit in 1996 to a
positive $313 million in 2001.

The company provides consumers with the value proposi-
tion of the widest sclection of multiplex channels that offer
a mix of new releases on its STARZ! platform and older
releases across its Encore channels. The network does not
develop original programming, but rather focuses on pro-
viding the widest array of new releases and classic films. In
an efiort to keep film acquisition costs lower than its com-
petitors, Starz accepts a large percentage of its films in later
release windows on a non-exclusive basis.

We estimate that on average, Starz Encore collects $4.00-
4.20 per month in programming revenue per unique sub-
scribing household. In terms of revenue per subscription
unit (i.¢., Starz and Encore count as two subscription units),

Please see the important disclosures at the end of this report.
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we estimate that Starz Encore generates $2.40-2 45 per
unit, compared to $5.20-5.25 for HBO and $2.70-2.75 for
Showtime.

On most cable and DBS systems, the Starz SuperPak of 12
digital premium channels is available for approximately $12
per month. Since the cable and satellite operators’ pro-
gramming costs for Starz is significantly lower than this
retail price, operators have an incentive to offer price dis-
counts on Starz to boost digital penetration levels.

Showtime: The focused differentistor. We believe that
for many years, Showtime fell in-between HBO and Starz
Encore, as a lower-cost alternative o HBO with first-run
movies complemented by original series, without the same
value proposition as Starz Encore. Over the past few years,
we believe Showtime has broken out of this moid by being
a “focused differentiation” — & provider of premium con-
tent with 8 wide audience appeal, interspersed with pro-
gramming tailored for specific target demographics.

The network's introduction of Queer as Folk, the first teie-
vision series targeting the homosexual community, exempli-
fies Showtime’s focus on a specific target audience. After
introducing the series in 2000, Showtime’s reported sub-
scriber base increased 22% in 2000 and another 11% in

Broadband Cable Television — April 5, 2002

2001. In addition to alternative lifestyle programming, the
network boasts other series targeted at specific demograph-
ics, including Sou/ Food, which centers on a multi-
generational African American family, and Resurrection
Blvd., the first English-language US series featuring the
Hispanic community. 1n addition, the Showtime No Limits
late-night programming provides adult entertainment not
available on basic cable.

As an operating business of Viacom, Showtime benefits

from ity relationship with Paramount Studios in a way

similar to HBO and Warner Brothers. In short, the key is to
keep as much of the revenue from the premium television
window in the family, which makes the performance of the
film studio significantly more important, in our view. If
Paramount Studios produces strong box-office performers,
it should receive marginally higher programming fees from
sister Showtime Networks, which in turn should have supe-
rior programming to offer its subscribers. (A small portion
of long-term output contracts varies, based on box office
performance, subject to a cap and floor.) Since film studios
are generally not profitable within the theatrical window,
we believe the ability to monetize films within a sister pre-
mium movie service is essential to realizing a studio’s in-
vestment in feature films.

Please see the important disclosures at the snd of this report.
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Exhibit 59

Premium Network: Revenue Analysis

fim weiilions)

Subscrilser License Fees

HBO

Strz Encare

Showtime

Premium Nevwork Total

% Change

Aggregsie Subscription Units

Monthly Revenue per Subscription Unit
Aggregate Linique Subscribers

Monthiy Revenue per Unique Subscriber

HBO

Subscription Revenue

Avg. Subcription Units

Monthly Revenue per Subscription Uni
Avg. Unigue Subscribing HH

Monthly Revenue per subscribing HH

Sheovrtime

Subscription Revenue
Subscription Unils

Avg. Subscription Units
Affiliste Fee per Sub

Avg. Umique Subscribing HH
Revenoe per subacribing HH

Starz Eneory

Subscription Revenue

Subscription Units (Starz & Encore)

Avg. Subscription Units (Starz & Encore)
Affiliste Fee per Sub

Avp. Umique Subscribing HH

Revenue per subscribmg HH

Revenwe per Sabscriptien Unitl
HBO

Showtime

Starz Encore

Averape

Revenue per Subscriber
HBO

Showtime

Siarz Encore

Averape

E = Morgan Stanlev Resegrch Estimatex
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Exhibit 80
Premium Network: Operating Cost Analysis

tin millions)

Total Frogramming Coms 199 199 19% 1999 100 IMIE  2002E IMIE  20ME  2MSE 20ME  IWIE
Suwrz Encore 193 261 306 3 32 420 ] 306 48 s 631 &7
% of fevete 97.2% T3.6% 57.5% £20% 40.4% 48.7% 45.0% 473% 46.3% 45.9% 455% 45.9%
HBO 969 6 969.6 969.6 960.6 1.062.2 1,062.3 1,1635 1.270.2 13505 1,423.2 14965 15713
% of revenue 362% 323% - &85% 46.3% 7.9% 4% M7 5% H5% 4% 3% A41%
Showtime 2209 1930 2839 35S I 4192 M3 4668 4B 5120 $36.1 s614
% of revenue 36 % 28.4% 379% 423% 3% 435% 42.2% 41.1% 404% 0.3% 4% 40.9%
Mesn 63.4% Si4% 43.0% 46.9% 46.5% 3% 45.0% 44 3% 43.7% 4315% 43.5% 43.8%

Otver Operstimg Cosis a1 2 % of Revenne

Starz Encore 40.5% 3% 3. ™% 1% 15.6% 150%, 3% 13.8% 13.4% 13.2% 13.0% 12.9%
HBO 3T4% 35.2% 31.2% 32.0% 29.6% 275% 254% M.4% 4.1% 2% 23.5% 23.4%
Showtime 30.8% 1% 30.4% 28.2% 27.2% 26.1% 26.0% 25.1% 25.3% 25.0% 24.7% 24.5%
Mean 39.2% 35.8% 28.3% 27.5% B.% 29% 21.9% 11.3% 20.9% % 20.4% 20.3%
EBITDA

Starz Encore {75.0) (280)  100.0 165.0 2350 330 3648 41712 4%) 543 561.2 608.7
Margin % 37.7% -1.9% 18.8% 25.8% % 363% 3T 39.0% 0.I3% 40.5% 41.2% 41 4%
HBO 413.0 4710 556.0 5280 B0 6.1 89 9395 1.0143 1.082.7 1.146.7 11854
Margin % 218% 23.2% 25.6% 24.3% 26.2% 99% 3% Ile% I24% 2% 330% 32.%%
Showtime 0.1 105.0 1206 1330 1664 196.6 307 483 - 3051 3298 3494 Jeo2
Morgin % 12.9% 14.5% 16.1% 17.3% 19.0% 204% 21.9% L BN D% 26.3% 26.7%
Aggregue EBITDA 428.1 1340 176.6 310 R4 1.245.8 14302 1.626.1 1.795.5 1.936.8 20632 21544
Change % 29.4% #0.2% 7.0% 19.1% 25.9% 8% 13.7% 10.4% 7.9% 6.5% 4%
Margin % 17.0% 19.2% 23.7% 13.5% 26.M% 2% 0% 32.1% 331% 33.6% D% 33.9%

E= Morgan Sianlev Research Esiimares
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